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Business Querview

hesapeake Utilities Corporation is a diversified utility company engaged in natural gas marketing, distribution
and transmission, propane distribution and wholesale marketing, and advanced information services,

NaturallGas]
(Netore]) @ Einlintien anc) Mededig The Company's natural gas distribution operations

serve approximately 59,100 residential, commercial and industrial customers in Delaware,
Maryland and Florida. In Delaware and Maryland, the Company operates as Chesapeake
Utilities. The Delaware Division serves southern New Castle County and is the only
natural gas distribution system serving Delaware’s Kent and Sussex counties. The Maryland
Division operates the only natural gas distribution system, with the exception of one
municipal system, on Maryland’s Eastern Shore. In Florida, the Company operates as
Central Florida Gas (CFG), serving residential, commercial and industrial customers in
four counties and commercial and industrial customers in nine additional counties. The
Company's natural gas marketing subsidiary, Peninsula Energy Services Company, Inc.
{PESCO), markets natural gas to commercial and industrial customers throughout the state
of Florida.

Netore]) &en Urneniflsdlim The Company’s natural gas transmission subsidiary, Eastern
Shore Natural Gas Co atural gas from two upstream interstate
pipeline systepas’in southeastern Pennsylvanla ‘The pigeline transports and delivers
natural ga through 366 miles of transmission pipeline o the Company’s Delaware and
Marylandg/Divisions, as well as four additional non- affnllate ocal distribution companies,
thr e ectric generation customers and 12 industrial customer cated in Delaware, the
. asteap Shore of Maryland and Pennsylvania. ESNG owns a“nd operate 4he only
transmission pipeline south of the Chesapeake and Delaware Canal.

Other Related Businesses

Propane Distribhution and Wholesale Marketing Based in Sallsbury, Maryland, Sharp
Erikergv distributes propane to approximately 33,300 re5|dent|al commercial and
mdustrlal customers in Delaware, Maryland, Virginia, Pennsylvanla and Florida. Xeron,
based in Houston, Texas, markets propane to large mdependeht oil and petrochemical
companies, resellers and propane distribution companies Iocated in the southeastern

{ region of the country.

Advanced Information Services BravePoint®, headquartered in Norcross, Georgia,
t provides domestic and international clients with information technology -related
business services and solutions for both enterprise and e-business applications.

Note: The front cover shows an actual plot plan for one of the many resort developments served by a Sharp
Energy communnity gas system.
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Highlights

&
2006/2005 2005/2004
2006 2005 % Change 2004 % Change

FINANCIAL
{dallars in thousands, except per share amounis)
Cperating revenues $231,201 $229,630 1% $177.955 29%
Operating income $ 22,931 $ 21,530 7% % 19,970 8%
Net income* $ 10,507 $ 10,468 N/M $ 9550 10%
Earnings per share*

Basic $1.74 $1.79 -3% $1.66 8%

Diluted $1.72 $1.77 -3% $1.64 8%
Dividends declared per share $1.16 $1.14 2% $1.12 2%
Total assets $324,994 $295,980 10% $241,938 22%
Stockholders’ equity $111,152 $§ 84,757 31% $ 77,962 9%
Long-term debt $ 71,050 $ 58,991 20% % 66,190 1%
Return on average equity” 10.73% 12.87% 17% 12.66% 2%
OTHER
Shares outstanding at year-end 6,688,084 5,883,099 14% 5,778,976 2%
Registered stockholders 1,978 2,028 2% 2,026 0%
Average total natural gas customers 59,132 54,786 8% 50,878 8%
Average total propane customers 33,282 32,117 4% 34,888 8%

*Amounts are from continuing operations.

NET INCOME* BASIC EARNINGS PER SHARE™ DIVIDENDS DECLARED PER SHARE
{doliars i milons) {aofiars/ (doliars/
75 10.1 96 105 105 1.37 180 1.66 1.79 1.74 110 1.10 1.12 114 1.16

] T

‘02 03 ‘04 05 06 ‘02 03 04 05 ‘0B ‘02 03 04 ‘05 06

*Amounts are from continuing operations.

Strategy

hesapeake'’s strategy is focused on growing earnings frem a stable utility foundation and investing in relaied businesses and services

that provide opportunities for returns greater than traditional regulated returns. This growth strategy includes continued investment in
and expansion of the Company's natural gas utility operations that provide a stable base of earnings, as well as investments in other related
businesses, including propane distribution and wholesale marketing, advanced information services and natural gas marketing.

Chesapeake Utilities Corporation 1



1o Our Shareholders:

TOTAL SHAREHOLDER RETURN
{Investment of $10,000
(doliars i thousanos)

10.3 13.3 194 300 468

14.2
13.7

V4

9.9 '
34 I I

Tyr 3yr Syr 10yr 14 yr*

O Average Annual
Shareholder Return (%)

*Represents time stock
has been traded on NYSE

DILUTED EARNINGS PER SHARE
(dollars)

137 1.76 164 177 1.72

—_——

‘02 03 04 06 06

D Heating Degree-Days
fin thousands)

2 Chesapeake Utilities Corporation

006 was another successful year for
Chesapeake Utilities Corporation.
We undertook numerous initiatives and
implemented inncvative strategies while
remaining connected to our shareholders,

customers, and employees. As the
Company's businesses continued to
experience strong customer growth,
we have further positioned ourselves
for long-term growth by extending our
reach into new areas and markets.

We would like to share with you some

of the key factors that contributed to the
Company’s performance in 2006 and
initiatives that have positioned Chesapeake
for sustainable growth in 2007 and beyond.

A year of solid performance.

Our team has successfully executed our
sirategy during this past decade, and 2006
was no exception. We have continued

to build upon cur solid foundation so

that we remain poised for future growth
opportunities. Net income was $10.5
millign, or $1.72 per share on a diluted
hasis, demonstrating excellent performance
despite weather that was 10 percent
warmer than normal.

Return on equity for 2006 was 10.73
percent and an average 12.10 percent

over the lasi three years as we continued
to produce consistent returns on our
investments. Not only have we been able to
make the investments and generate income
very quickly, but the returns which we have
achieved and our growth in investments
rank among the best in our industry.

Our ahility to achieve these results,

to capture current and future growth
opporiunities in our markets, requires
access 1o capital. In 2008, we completed

a public offering of approximately 690,000
shares of our common stock in the fourth
quarter. When we f{irst announced the
offering, we received preliminary interest
of more than twice the number of shares
offered. The net proceeds of approximately
$19.8 million from the offering were used
to repay a portion of short-term debt, which

temporarily financed the Company’s pipeline
and utility expansion projects described later
in this letter. We also executed a $20 million
long-term debt placement of 5.50 percent
unsecured Senior Notes, for which we had
locked in the interest rate about 15 months
earlier. The pricing and level of interest in
these financings demcnstrates our ability

to raise capital at attractive rates and further
positions us to make the future investments
required to support both current and
projected growth in our various businesses.

Our most noteworthy
accomplishments.

2006 was a year of significant
accomplishments. Qur interstate natural
gas pipeline business, Eastern Shore Natural
Gas Company {(ESNG), completed the first
phase of the 2006-2008 expansion profect,
extending the pipeline further southward in -
Sussex County from Milton to Millsboro,
Delaware. This phase alone represents the
largest expansion project since the
completion of the initial construction of

the pipeline in 1959. It increased our firm
capacity by approximately 20 percent and
extended the reach of cur natural gas
distribution services for the first time to
customers in and around Georgetown and
Millsboro, Delaware. This project is the
most recent in a series of market-driven
expansions from 1996 through 2008, during
which period ESNG nearty tripled its firm
daily service capacity. ESNG will recognize
annual margin, as a result of the completion
of this first phase, of approximately $3.7
million beginning in 2007.

Growth continued to drive our natural gas
distribution divisions as we continued to
experience customer growth in our service
territories that is significantly above the
industry average. Our customer growth
rates on the Delmarva Peninsula and in
Florida for 2006 were 8.0 percent and

7.6 percent, respectively. We executed
franchise agreements with the towns of
Georgetown and Millshoro, bringing natural
gas for the first time to these communities
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as well as an alternative energy source,
thereby, expanding their energy choices.
In addition, we installed 84 miles of
distribution mains in 2006 on the Delmarva
Peninsula, a 10 percent increase from
2005. Our natural gas distribution divisions
alsc aggressively pursued new areas,
including Frederica, Delaware, where
more than 800 homes are under contract
for natural gas service and there are
opportunities to serve other developments
in this area in 2007.

Qur Florida natura! gas marketing
subsidiary, Peninsula Energy Services
Company, Inc. (PESCO), benefited from
the growth occurring throughout the state.
In 20086, PESCO extended natural gas
sales service to customers on two other
local distribution companies’ systems in
Florida. As a result of initiatives like this,
PESCO is now serving approximately
1,200 commercial and industrial customers
throughout Florida.

in 2008, we continued 1o unlock added
value from Sharp Energy’s community gas
systems strategy. Community gas systems
on the Delmarva Peninsulg have been very
successful for us, as Sharp Energy has
cultivated several long-standing relationships
with builders and developers. As a result,
one of these builders requested that Sharp
Energy be part of their development team
within other states, including Pennsylvania
where Sharp is currently constructing its first
system in that state. By focusing on the
community gas system concept, where the
entire subdivision is piped underground for
propane service from centralized tanks,
Sharp Energy has also differentiated itself
from its competition.

Sharp Energy is also one of the largest
propang companies on the Delmarva
Peninsula, maintaining more than 2 million
gallons of bulk storage, four rail facilities and
28 storage terminals throughout the area.
These facilities give us a competitive
advantage and have enabled us to diversify

Throughout the year, the Company recognizes
employees for outstanding job performance as
well as exhibiting the Company’s "CHOICE”
values, Communicator, Helpful, Ownership,
Informed, Caring and Excellence. Pictured left
to right front row: Herman Savage, Delivery
Driver and Ronald King, Senior Meter Reader.
From lef1 te right middle row: Amanda Chi,
Senior Analyst, Mananne Coker, Rate Analyst 1,
Sergto Carrillo. Manager of Rates & Regulatory
Affairs, Janice Thompson, Payroll Specialist,
Terry Campbell, Human Resources Specialist,
and Glen DiEleuterio, Senior Engineer. From left
to right back row: Kathy Dee, Transportation
and Scheduling Coardinator, Paul Hufschmidt,
Accountant I, Trisha Smith, Customer Service
Reprasentative, Carleten Carey, Developer Sales,
Christopher Redd, Business Analyst, Geraldine
Murray, Customer Service Manager, Stephen
Tull, Bistnbution Meter Department Manager.
Geraldine McGowan, Administrative Manager
and Christopher Bonney, Chief Gas Controfier.

our supply, making us less vulnerable to
local refinery production and price volatility.
Similarly, the expertise available to Sharp
Energy from its wholesale and marketing
operations also set Sharp Energy apart from
its competitors. Sharp Energy’s wholesale
and marketing personnel focused on the
daily market and developed business
solutions for commercial customers 1o
maximize their value in terms of pricing

and service. In developing these solutions,
Sharp’s personnel worked with the traders
in our Xeron subsidiary to benefit from their
supply expertise.

During the year, we expanded our
community gas systems strategy in
Florida, pursuing growth beyond our
existing service areas. We executed
contracts and began construction for
community gas systems in two new areas,
Alachua and Marion Counties. Through
this strategy, on & combined basis for both
Delmarva and Florida, we now serve

Chesapeake Utilities Corporation 3




Ourdedicated employees!strive,to provideicustomers,withlsafeland. dependableservicedno\matterywhat]
thelcircumstancesBaringjthelaftermath!of,theXlunefloods)inl Seaford\Defaware and Federalsburgland

WilliamsburgiMaryland¥our/Delmarvalnaturallgas operations'ermployees worked Telent|essly, to keep]

Dedicated

theigas flowingland talensure;thelsafety ofjourcustomersStheicommunitiestand lour pipeline}

ESNG and the Company's Delmarva natural gas distribution operations received American Gas Association
Safety Achievement Awards in honor of outstanding achievements in promoting operations safety. Ric Chatham
icenter), Diractor of Safety for Chesapeake, and Bert Owens (right}, Viehicle Maintenance for Sharg Energy,
review safety precautions with Deputy Fire Chief David C. Carey at the Dover Fire Department in Dover,
Oelaware.

approximately 4,700 customers, with a
backlog of approximately 6,800 homes
in developments under contract and
approximately 3,100 homes in signed
developments under centract remaining
1o be constructed.

Qur advanced information services segment,
BravePoint, also experienced a solid year of
performance, recognizing operating income
of approximately $767,200. After the sale of
the Lightweight Association Management
Processing Systems {LAMPS™,) software
product in the third quarter of 2005,
BravePoint focused on its core consulting
business and offering new services,
leveraging off of its expertise in Progress™.
In 2006, BravePoint introduced its new
Managed Database Administration services
offering, delivering high quatity professional
database monitoring and support solutions.
In addition, BravePoint successiully
developed Accuria, a waorkers compensation
management system to meet the needs of
the state of South Carolina.

4 Chesapeake Utilities Corporation

Responding to challenges.

While we had an unusually warm winter
in 2006, we still achieved strong earnings
and accomplished a number of key
initiatives. As we went into the fall and
winter seasons last year, experiencing
warmer than normal weather, we
implemented cost containment plans

10 help offset the impact of higher

temperatures. We contained costs by 6.9

re-deploying tasks among cur personnel,
taking advantage of technology and
productivity improvements, and thergby,
deferring the need to fill some vacant
positicns. We also evaluated and
restructured our services with several key
vendors to achieve cost savings in several
administrative areas.

Cur Maryland natural gas distribution

division negotiated a rate case settlement

with the state of Maryland in May of

2006, This rate case was our first filing

in Maryland in 11 years. The settlement ‘02
included an increase in base rates of

‘02

0

DELMARVA

NATURAL GAS DISTRIBUTION
CUSTOMERS

fin thousands/

343 364 389 420 454

‘03 04 05 06

BACKLOG OF OPEN LOTS

i thousands)

74 109 133 194

32 04 05

‘06
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approximately $780,000, as well as a
revenue normalization mechanism for

residential heating and small commercial

customers to minimize the impact of

weather and temperature on the division's

earnings. As a result, prospectively, 70

percent of firm gross margin will be insulated
from weather or usage changes as opposed

10 only 20 percent pricr tc this approval.

As we enter new market areas where

natural gas was not previously available,

we must educate developers and

prospective customers about the benefits
of using natural gas. In 20086, our natural
gas operations concentrated on educating
consumers in easiern Sussex County about
natural gas and made significant strides by
executing agreements to provide natural
gas to three developments and one large

industrial customer within the area.

Remaining connected
to our customers.

We are large enough to provide options
for our customers, as well as accessible
enough to give customers the personal
attention they deserve. Our employees
focus on customer sedvice, speaking with
and listening to our customers so that
they may better address our customers’

needs while providing reliable and
affordable service.

Marizesim gF

Terrance Mike, CFG's Propane
Tach/Bulk Truck Driver, performs a
routing meter reading for a customer
in CFG's community gas systems
\z‘ subdivision, Crescent Woods, located
4 in Lakeland, Florida.

Qur Delmarva Sharp Energy operations
once again offered its customers a price
cap program, known as Pro Cap. The
program mitigates any effects of price
spikes by allowing our propane customers
to lock in a ceiling price, while also
allowing them to save money if prices fall.
In addition, our Delmarva Sharp Energy
operations converted the billing process
for its wholesale poultry custormers from
individual meter reading io remote
metered truck billing, eliminating reutine
meter readings at customer sites and
ingividual tank meters and regulators.

Positioned at the forefront of unbundling
in the state of Flerida, Central Florida Gas
(CFG) was the first Florida company to
fully unbundie in November of 2002. In
2006, CFG filed with the Florida Public
Service Commission to expand its
unbundling program by providing the
antion of two marketers to provide supply
alternatives to our customers.

In 2006, we also impiemented new
programs that focused on customer service
and retention. The Company's Delaware
and Maryland natural gas distribution
divisions reconfigured their telephone
system to have incoming calls transmit
from one customer service center 10 the
next within the business unit's retail
locations in an effort to reduce the
customer’s wait time,

FLORIDA
NATURAL GAS DISTRIBUTION
CUSTOMERS

fin thousands)

10.8 11.2 120 128 137

i L L 1 1
‘02 03 ‘04 ‘05 08

In addition, our dedicated employees strive
1o provide custorners with safe and
dependable service, no matter what the
circumstances. For example, during the
aftermath of the June floods in Seaford,
Delaware and in Federalsburg and
Wiliiamsburg, Maryland, our Delmarva
natural gas operations employees worked
relentlessly to keep the gas flowing and to
ensure the safety of our customers, their
communities and our pipeline at a time
when many other essential services were
not available.

Exemnplifying our commitment to safety, both
ESNG and the Company’s Delmarva natural
gas distribution operations were honared
with Amarican Gas Association Satety
Achievement Awards for outstanding
achievements in promoting operations
safety.

Chesapeake Utilities Corporation 5



completed the first phase of the 2006-2008 expansion project. This included
extending the pipeline further southward in Sussex County from Milton to
Milisboro, Delaware. This phase alone represents the largest expansion project
since the completion of the initial construction of the pipeline in 1959,

U?ZP receden ted Our interstate natural gas pipeline business, Eastern Shore Natural Gas Company,

Tha team of employees at ESNG continues 1o push the envelope 1o increase the capacity and identify expansion

opportunities for the pipeline. From left to right front row: Glen DiEleuterio, Senior Engineer, Michae! Mitchell, Gas
E ) St 7’1 S / 101€ Control Dispatcher, Elaine Bittner, Vice President of ESNG, Kathy Dee, Transportation and Scheduling Codedinator, Sergio

Cariillo. Manager of Rates & Regtlaiory Affairs, Doneld Tough, Gas Control Dispatcher, Ronald Craig, Contract & Billing
N e l G " Administrator, and Manual Watren, Pipeline Locator Tech. From left to right middle row: Kevin Shockley, Measurement

(l t lt’ Cl aé Tech I, Richard Legar, Measurement Tech ff, Duane Harrell, Compressor Technician, Maria White, Contractor, Bruce

Sharmyer, Moasurement Tech fl, William Hermstedi, Measurement Manager and Michael Clairmont, Gas Controf
Dispatcher. From left to right back row: James Quirk, Pipeling Integrity & Corrosion Manager, David Schieferstein,
Measuwrernent Tech I, John Micek, Measurement Tech 1, Jason Woody, CAD/GIS Technician, Wayne Morris,
Transmission Project Coordinator, Christepher Bonney, Chief Gas Controller, Richard Welsh, Senior Designer and Eric
Pearson, Engingering Manager.

EASTERN SHORE NATURAL GAS Attracting and retaining the
YEAR-END PIPELINE CAPACITY best talent. :
{Dekatherms, i thousands) Key factors in the Company's success are

1102 113.9 122.9 132.3 158.5 the expertise and efforts of our employeas,

whose determination and commitment
have been the basis for our growth. As we
have continued to expand into new service
territories and experienced growth, we have
been able to aitract new talent desiring to
| become part of our team. Cpportunities
06

for the Company have also translated into
growth opportunities for our existing
employees. There are many employee
recognition programs in place to recognize
and promote these employees who
consistently exhibit excellence in the
performance of their jobs as well as

exemplify the Company’s values. Annually,
2006-2008 pipeline expansion, while Glen DiEleuterio, . . . . . .
Senior Engineer (kneeling), inspects the progress made 03 04 05 the Company recogmzes the OUIStandmg
on the pipeline. manager and employees from each of the
Company’s business units.

Morris, Transmission Project Coordinator istanding left i
to right), review plans for the first phase of ESNG's
‘02

Through "Chesapeake University,” we
offer employees professional and personat
development, and opportunities to interact

€ Chesapeake Utilities Corporation




Determined

Aslwelwentiintojthe falllandlwinter (eI lastyearfexperiencingiwarmenthanlnormalweather
welimplemented costicontainment]plansitolhelploffsetithelimpactloflhighegtemperaturesy

1

with senior management and business
unit leaders in open, informal sessions,
providing insight and feedback on our
Company, the industry and issugs that
are important to employees. We continue
to refine the existing curriculum of the
program and identify new course
opportunities to further expand employees’
professional growth. We also offer
professiona! development to employees
through our tuition reimbursement
program, where we fund the cost of
undergraduate and graduate studies for
employees wishing to further their
education in their chosen field.

In 2006, we developed the “Achieve Your
Peake” Scholarship awards program and
presented the first four scholarships. The
scholarship program is spensored and
funded by the Company and eligible to
children of our full-time employees who
have been accepted {o an accredited
callege or university, or post-secendary
education technical school.

Opportunities for growth in 2007
and beyond.

Chesapeake is positioned to meet the
growth opportunities occurring within its
various service territaries and expand its

PROPANE COMMUNITY GAS
SYSTEM CUSTOMERS
i thousands)

4.7 6.9 3.1
34 56 | 15
2.6 5.4 1.0
Active Futura Homesites
Customers Customers Under
in System Under Contract Contract

& Constructicn

O 2004 O200s 02008

operations beyond these areas. In the
upcoming year, ESNG will censtruct the
second phase of its 2006-2008 pipeline
expansicn project, including mainline
extension and looping primarily in New
Castle County, Delaware.

Our Delmarva natural gas distribution
operations will further grow our natural gas
customer base in eastern Sussex County.
Qur community gas systems
developments have been successful on the
Delmarva Peninsula and will continue to
become moare geographically diversified as
more systems are built in areas beyond the
Deimarva Peninsula, including
Pennsylvania, Florida, and other states, to
meet the demand of the developers with
which we have established relationships.

Dz.sm

00530
e Minrigesing

SPTSE

—4

Community Gas Systems (CGS) have been successful for Sharp Energy, Inc. and Cenitral Florida Gas, enabling both operations to expand within and beyond
their service terntories 1o serve new developments that do nat have access to natural gas. Discussing the Company's construction plans at the Bay Crossing
development, in Lewes, Delaware, are, pictured from left to right, Marvin Johnson, CGS Coordinator. Reese Stevenson, Bay Crossing Developrent Site
Coordinator for Pulte Hormes, Frank Trcka, Construction Coorginator and Eric Mays, Director of Gas Salas.

Chesapeake Utilities Corporation 7/



In20061BraveRoint/introduceditsinew,Managed|DatabaselAdministrationlserviceslotfering
deliveringlhighlquality/professionaildatabaselmonitoringland[supportlsolutionsy

- Immovaty

BravePoint provides products and services for customers
located throughout the U.S. BravePoint's Rick Terrell (front left), !
Consultant, and Chris Longo {front right), Manager of Products

- and Education Services, are pictured with employees of one -
of BravePqint's customers, Precision Strip, Inc., based in Ohio.
BravePoint's team developed a manufacturing resourge planning

In 2007, our 1earn will 1ake another major
step in our proposed Bay Crossing Project,

which is unprecedented for several reasons.

First, it is the largest pipeline expansion in
our history: if approved and constructed, it
will increase ESNG's firm service delivery
capacity on the Delmarva Peninsula by 33
percent. Second, it includes construction
of approximately 63 miles of pipeline,
originating in Calvert County, Maryland,
“crossing under the Chesapeake Bay into
Dorchester and Caroline Counties, Maryland
and then connecting to ESNG's existing
system in Sussex County, Delaware. Third, it
brings a new supply of gas 1o the Delmarva
Peninsula from Dominion Resources’ Cove

Paint LNG facility in Calvert County, Maryland.

There are also many other potential
energy-related benefits, including reducing

electric transmission congestion; conserving

domestic supplies of natural gas; and
lessening natural gas price spikes by

diversifying the supply sources on the
Delmarva Peninsula.

8 Chesapeake Utllities Corporation

In 2006, ESNG took the first major step in
realizing this Project by ¢btaining long-term,
firm commitments from two of its
long-standing local distribution company
customers to utilize the firm service
capacity generated by the Project. In
addition, these customers have agreed to
pay a proportionate share of the planning
costs up to a specified amount, if the
proposed Project is not approved, permitted
and placed in service, In early 2007, ESNG
will take the next major step by requesting
the Federal Energy Regulatory Commission
to begin the pre-filing and permitting
proéess with the goal of obtaining required
approvals and completing construction by
the end of 2009.

In closing, 2007 commemorates the
Company's 60th anniversary since its
incorporation in 1947. Throughout the years,
many talented employees have contributed
10 the Company's evolvement from a small
natural gas company, which commenced
with the consclidation of several small
manufactured gas works companies and
now represents a successfully diversified
utility with related businesses and services

systern and successfully deployed it in 14 large plants in the
U.S. for Precision Strip, Inc.

in several states. We expect 2007 to be
another year of identifying opportunities
to grow and enhance our operations and
implementing even moere innovative
processes. In the upcoming year, our
Board of Directors, management team
and employees will continue to make
Chesapeake Utilities Corporation a
successful organization for our customers,
shareholders and communities.

riglee

RALPH J. ADKINS
Chairman of the Board

%MM@

JOHN R. SCHIMKAITIS
President and Chief Executive Officer




Management’s Discussion and Analysis

INTRODUCTION

This section provides management'’s discussion of Chesapeake
Utilities Corporation and its consolidated subsidiaries with specific
information on results of operations and liquidity and capital
resources. It includes management’s interpretation of our financial
results, the factors affecting these results, the major factars
expected to afiect future bperating results and future investment
and financing plans. This discussion should be read in conjunction
with our consoclidated financial statements and notes thereio.

Several factors exist that could influence our future financial
performance, some of which are described in the Cautionary
Statement on page 29. They should be considered in
connection with evaluating forward-looking statements
contained in this report or otherwise made by or on behalf
of us since these factors could cause actual results and
conditions to differ materially from those set out in such
forward-looking statements.

EXECUTIVE OVERVIEW
Chesapeake is a diversified utility company engaged directly
or through subsidiaries in natural gas distribution, transmission
and marketing, propane distribution and wholesale marketing,
advanced information services and other related businesses.
The Company's strategy is focused on growing earnings from
a stable utility foundation and investing in related businesses
and services that provide opportunities for returns greater than
traditional utility returns. The key elements of this strategy include:
» Executing a capital investment program in pursuit of
organic growth opportunities that generate returns
equal to or greater than our cost of capital.
¢ Expanding the natural gas distribution and
transmission business through expansion into new
geographic areas in our current service territories.
¢ Expanding the propane distribution business in existing
and new markets through leveraging our community
gas system services and our bulk delivery capabilities.
+ Utilizing the Company’s expertise across our varous
businesses to improve overall performance.
¢ Enhancing marketing channels to attract new
customers and providing reliable and responsive
customer service to retain existing customers.
* Maintaining a capital structure that enables the
Company to access capital as needed.
* Maintaining a consistent and competitive dividend.

In 2006, the Company earmed $10,507000C in net income, or
$1.72 per share (diluted), in spite of weather that was the second
warmest in the last thirty years. In 2005, net income was
$10,468,000, or $1.77 per diluted share. Overall, operating income

_in 2006 increased $1,401,000, or 6.5 percent from 2005, despite
weather that was 18 percent warmer than in 2005. However, the
increase in operating income was offset by a decline of $194,000,
or 51 percent, in other income, net of other expenses, and
increases in interest expense of $644,000, or 12.5 percent,

and income taxes of $525,000, or 8.3 percent. The net result was
that net income was up by only $39.000, or 0.4 percent.

The following discussions and those later in the document on
operating income and segment results include use of the term
“gross margin. " Gross margin is determined by deducting the
cost of sales from operating revenue. Cost of sales includes the
purchased gas cost for natural gas and propane and the cost of
labor spent on diract revenue-producing activities. Gross margin
should not be considered an alternative to operating income or
net income, which are determined in accordance with Generally
Accepted Accounting Principles ("GAAP"}). Chesapeake believes
that gross margin, although a non-GAAP measure, is usefuf and
mearningful to investors as a basis for making investment decisions.
It provides investors with information that demonstrates the
profitability achieved by the Company under its allowed rates for
reguiated operations and under its competitive pricing structure for
non-regulated segments. Chesapeake's managernent uses gross
margin in measuring its business units’ performance and has
historically analyzed and reported gross margin information publicly.
Other companies may calculate gross margin in a different manner.

Operating Income

The year 2006 reflects the strong yearoveryear operating .
income growth experienced by the Company's naturat gas
operations of $2,497000, or 14.5 percent. This growth was
offset by reductions in aperating income from propane and
advanced information services. In 2008, both natural gas and
propane segments were negatively impacted by weather that
was 18 percent warmer than in 2005. The Company estimates
that the warmer weather reduced gross margin by $3.4 million
in 2006. The natural gas segment was able to overcome the
waeather impact and show an increase in cperating income due
to its growth and cost containment efforts. However, as the
propane segment is more weather sensitive and is not
experiencing the high level of growth of our natural gas segment,
its operating income declined when compared to 2005. |

Advanced information services experienced a decrease in
operating income in 2006 as compared to the prior year due in part
to the gain on the sale of Lightweight Association Management
Processing System (“LAMPS™") during the fourth quarter of 2005.
The LAMPS product was internally developed software that was
developed and marketed specifically for REALTOR® Associations.

Key financial and operational highlights for fiscal year 2006
include the following: -

. Customer‘growth in the natural gas and propane
businesses remained strong, with the Delmarva and
Florida natural gas distribution operations registering
9 and B percent increases in residential customers,
respectively; and the Delmarva Community Gas
Systems {"CGS") generating a 34 percent increase in
propane distribution customers.

Chesapesake Utilities Corporation 9




Management’s Discussion and Analysis (Continued)

that it had received approval from the Federal Energy
Regulatory Commission (“FERC") to expand its
pipeline system in the years 2006, 2007-and 2008.
The entire project represents an investment of $33.6
million, with expected annualized revenue of $6.7
million after the full build-out of the facilities.

* On September 26, 2008, the Company received
approval for a base rate increase from the Maryland
Public Service Commission {"PSC") for our Maryland
natural gas operations, with the new base rates
effective October 1, 2006. The base rate adjustment
results in an increase’in base rates of approximately
$780,000, which would result in an average increase
in revenues of approximately 4.5 percent for the
Company's firm residential, commmercial and
industrial customers in Maryland. The PSC also
approved the Company’s proposal to implement a
revenue normalization mechanism for its residentiat
heating and smaller commercial heating customers,
reducing the Company's future risk due to weather
and usage changes. .

* In November 2006, the Company completed a public
offering of 600,300 shares of its common stock at a
price per share of $30.10. Additionally, in Novermber
2008, the Company completed the sale of 90,045
additional shares of its common stock, pursuant to
the over-allotment option granted to the Underwriters
by the Company. The net proceeds of approximately
$18.7 million, after the deducticn of underwriting
commissions and expenses from the sale of the
common stock, were added to the Company’s
general funds and primarily used to repay a portion
of the Company’s short-term debt.

*» Total capitalization, including short-term borrowing,
increased $33.3 million at December 31, 2006
compared with December 31, 2005. The increased
capitalization was obtained to fund the $39.3 million
increase in net plant and for other working capital needs.

* For the year ended December 31; 2006, the
Company generated $30.1 million in operating cash
flow compared with $13.6 millicn for the year ended
December 31, 2005. The higher cost of natural gas
and propane in 2005 had an adverse impact on

working capital in 2005.

* Net property, plant and ‘equipment increased to $240.8
million at Decemnber 31, 2006 from $201.5 million at
December 31, 2005, primarily reflecting continued
capital investment to support customer growth.

¢ [n June 2006, Eastern Shere announced the Bay
Crossing Project for which it plans to develop, consiruct
and operate new pipeline facilities that would transport
natural gas from Calvert County, Maryland, cross under
the Chesapeake Bay into Dorchester and Caroline

Counties, Maryland, ic points on the Delmarva

|
| » In June 2008, Eastern Shore Natural Gas announced
|
|
|
|
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Peninsula where such facilities would interconnect
with its existing facilities in Sussex County, Delaware.
If completed, the project will expand the capacity of
its interstate pipeline system by approximately 33
percent. We still have significant obstacles to
overcome on this project to make it a reality. in 2007,
Eastern Shore will initiate the processes required to
obtain the FERC and other federal, state and local
permits required to construct the project. Eastern
Shore received approval from the FERC in August 2006
to recover the pre-service costs associated with this
pipeline project through its rates from two of its
customers. As of December 31, 2006, the Company
had deferred a total of $408,000 of pre-service costs
associated with the project.

The Company’s financial performance is discussed in greater
detail below in Resulis of Operations.

CRITICAL ACCOUNTING POLICIES .
Chesapeake's reported financial condition and results of
operations are affected by the accounting methods, assumptions.
and estimates that are used in the preparation of the Company's -
financial statements. Because most of Chesapeake's businesses'
are regulated, the accounting methods used by Chesapeake
must comply with the requirements of the regulatory bodies;
therefore, the choices available are limited by these regulatory
requirements. Management believes that the following policies
require significant estimaies or other judgments of matters that

"are inherently uncertain. These policies and their application have.

been discussed with Chesapeake's Audit Committee.

Regulatory Assets and Liabilities

Chesapeake records certain assets and liabilities in accordance
with Statement of Financial Accounting Standards ("SFAS”) Neo., 71,
* Accounting for the Effects of Certain Types of Reguiation.” Costs
are deferred when there is a probable expectation that they will be
recovared in future revenues as a result of the regulatory process.
At December 31, 2006, Chesapeake had recorded regulatory
assets of $3.0 million, including $1.1 millien for under-recovered
purchased gas costs, $1.3 million for tax-related regulatory assets,
$139,000 for defined postretirernent benefits, and $122,000 for
environmental cost recovery. The Company has recorded regulatory
liabilities totaling $23.8 million, including $18.4 million for accrued
asset removal cost, $2.4 million for overrecovered purchased
gas costs, $1.2 million for self-insurance, $1.2 million fc_Jr cash
infcash out, and $349,000 for overcollected environmental costs |
at December 31, 2006. if the Company wére required to terminate
application of SFAS No. 71, it would be reguired to recognize all
such deferred amounts as a charge to earnings, net of applicable
income taxes. Such a charge could have a material adverse effect
on the Company's results of operations.
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Valuation of Environmental Assets and Liabilities

As more fully described in Note M to the Financiat Statements,
Chesapeake has completed its responsibilities related to one
environmenta! site and is currently participating in the investigation,
assessment or remediation of three other former manufactured
gas plant sites. Amounts have been recorded as environmental
lfabilities and associated environmental regulatory assets based on
estimates of future costs provided by independent consultants.
There is uncertainty in these armounts because the Environmental
Protection Agency (“EPA") or applicable state environmental
authority may not have selected the final remediation methods.
Additionally, there is uncertainty due to the outcome of legal
remedies sought from other potentially responsible parties. At
Decembér 31, 2006, Chesapeake had recorded environmental
regufatory assets of $122,000 and a regulatory liability of $350,000
for over-collections and an additional liability of $212,000 for
environmental costs.

Propane Wholesale Marketing Contracts
Chesapeake's propane wholesale marketing operation enters
into forward and futures contracts that are considered derivatives
. under SFAS No. 133, "Accounting for Derivative Instruments and
Hedging Activities.” In accordance with the pronouncement,
open positions are marked to market prices at the end of each
reporting period and unrealized gains or losses are recorded in
the Consolidated Staterment of Income as revenue. The contracts
all mature within one year, and are almost exclusively for propane
commodities with delivery points of Mt. Belvieu, Texas, Conway,
Kansas and Hattiesburg, Mississippi. Management estimates the
market valuation based on references to exchange-traded futures
prices, historical differentials and actual trading activity at the end
of the reporting period. At December 31, 2008, these contracts
had net unrealized gains of $8,600 that was recorded in the
financial statements. At December 31, 2005, these contracts

RESULTS OF OPERATIONS

Net Income & Diluted Earnings Per Sﬁare Summary

had net unrealized gains of $46,000 that were recorded inthe
financial statements.

Operating Revenues

Revenues for the natural gas dlstnbutaon operations of the
Company are based on rates approved by the public service
commissions ("PSC") of the jurisdictions in which we operate. The
natural gas transmission operation’s revenues are based on rates
approved by the FERC. Customers’ base rates may not be
changed without formal approval by these commissions. However,
the regulatory authorities have granted the Company's regulated
natural gas distribution operations the ability to negotiate rates with
custorners that have competitive alternatives using approved
methodologies. In addition, the natural gas transmission gperation
can negotiate rates above or below the FERC approved tariff rates.

Chesapeake's natural gas distribution operations in Delaware
and Maryland each have a gas cost recovery mechanism that
provides for the adjustment of rates charged to customers as
gas costs fluctuate. These amounts are collected or refunded
through adjustments to rates in subsequent periods.

The Company charges flexible rates to the natural gas
distribution’s industrial interruptible customers to make them
competitive with alternative types of fuel. Based on pricing,
these customers can choose natural gas or alternative types of
supply. Neither the Company nor the interruptible customer is
contractually obligated to deliver or receive natural gas.

The propane wholesale marketing operation records trading
activity, on a net mark-to-market basis in the Company's income
statement, for open contracts. The natural gas segment
recognizes revenue on an accrual basis. The propane distribution,
advanced information services and other segments record
revenue in the period the products are delivered and/or services
are rendered.

. Increase Increase
For the Years Ended December 31, 2005  (decrease) .2005 2004  (decrease)
Net Income™* .
Continuing operations $10,468 $39 $10,468 $9,560 $ 918
Discontinued operations — — — (121) : 121
Total Net Income $10,468 $39 $10,468 $9,429 « $1,039
Diluted Earnings Per Share R
Continuing operations $1.77 $(0.05) $1.77 $1.64 $0.13
Discontinued operations —_— — — {0.02) . 0.02
Total Earnings Per Share $1.77 $(0.05) $1.77 $1.62 $0.15

*dollars in thousands

Chesapeake Utilities Corporation 11




Management’s Discussion and Analysis (Continued)

# The Company’s net income from continuing operations increased
$39,000 in 2006 when compared to 2005, Net income was $10.60
million, or $1.72 per share (diluted), for 2006, compared to a net
income of $10.47 million, or $1.77 per share {diluted).

The Company’s net income from continuing operations
increased $918,000, or 10 percent, in 2005 compared to 2004,
Net income from continuing operations was $10.5 million, or
$1.77 per share (diluted), compared to a net income from

Operating Income Summary (in thousands)

continuing operations of $3.6 million, or $1.64 per share:(dilutedi
for 2004. ‘ '

During 2003, Chesapeake decided to exit the water sefvices -
business and had sold the assets of six of seven dealerships by
December 31, 2003. The remaining operation was sold in 2004.
The resuits of water services were classified as discontinued -+ *
operations for year 2004, Discontinued operations experienced
losses of $0.02 per share (diluted) for 2004.

Increase Increase

For the Years Ended December 31, . 2005 (decrease) 2005 . 2004 {decrease}
Business Segment: ' .
Natural gas -$17,236 $2,497 $17,236 . $17,09 $ 145
Propane - 3,209 {675) 3.209 2,364 . 845
Advanced information services 1,197 {(430) 1,197 387 810
Other & eliminations - {112) 9 (may 128 (240) -
Total Operating Income $21,530 . $1,401 .$21,530 $19,970 $1,560

2006 Compared to 2005

Operating income in 2006 increased $1.4 million, or 6.5 percent,
greater than 2005, despite adverse weather, which when measured
in terms of heating degree-days, was 18 percent warmer. The
improved 2006 results of operations when comparéd‘to 2005
were impacted by:

* Weather on the Delmarva Peninsula‘was 18 percent
warmer in 2006 than 2005, which the Company
estimates to have cost approximately $3.4 million in
gross margin for its Delmarva natural gas and propane
distribution operations,

+ Strong residential customer growth of 9 percent and
8 percent, respectively, for the Delmarva and Florida
natural gas distribution cperations in 2006,

- ® The natural gas transmission operation achieved
gross margin growth of $1.8 million, or 11 percent,
due to additional capacity contracts that went into
effect in November 2005 and November 2006.

* A 67 percent increase in the number of customers
for the Company’s natural gas marketing operation.

* Gross margin for the Delmarva propane distribution

" operations decreased $834,000, primarily from the
warmer weather in 2006,

* The Delmarva Community Gas Systems continue

" to éxperience strong cusiomer growth as the number
of customers increased 34 percent in 2006 compared
to 2005.

12 Chesapeake Utiliues Corporation

* Operating income for the advanced information
services segment decreased $430,000 in 2006.
Although revenues from consulting increased
$745,000 in 20086, the 2005 results contained $993,000
of operating income for the LAMPS™ product, which
was sold in the fourth quarter 2005.

2005 Compared to 2004 .
The improvement in results for 2005 versus 2004 was
primarily driven by:

* The LAMPS™ product, including the sale of its.
property rights, contributed $622,000 to operating
income in 2005 for the Company's advanced
information services segment.

¢ The Delmarva and Florida natural gas distribution
operations experienced strong residential customer
growth of 9 percent and 7 percent, respectively,
in 2005.

* Ternperatures on the Delmarva Peninsula were 5
percent colder than 2004, which led to increased
contributions from the Company’s natural gas and
propane distribution operations. This increase was
offset by conservation efforts by customers.

* The natural gas transmission operation achieved
gross margin growth of 9 percent due to additional
transportation capacity contracts that went into effect
in Navember 2004. ) .

* A 100 percent increase in the number of customers
for the Company’s natural gas marketing operation.

* An increase of 1.1 million gallons sold by the
Delmarva propane distribution operation,
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Natural Gas Distribution, Transmission, and Marketing

The natural gas segment earned operating income of $19.7 million for 2008, $17.2 million for 2005, and $17.1 million for 2004,
resulting in increases of $2.5 million, or 14.5 percent, for 2006 and $145,000, or 1.0 percent, for 2005.

Natural Gas bistribution, Transmission, and Marketing (in thousands)

increase Increase

Far the Years Ended December 31, - 206:} 2005  (decrease) 2005 2004  (decrease)
Revenue 37 $166,582 $ 3,792 $166,582 $1 24,248 $42,336
Cost of gas 116,178 1,770 116,178 77,456 38,722
Gross margin 50,404 2,022 50,404 46,790 - 3614
Operations & maintenance 23,874 (1,201 23,874 21,129 2,745
Depreciation & amortization 5682 630 5,682 5418 264
Other taxes 3,612 96 3,612 3,152 460
Other operating expenses 33,168 (475) 33,168 © 29,699 3,469
Total Operating Income $ 17,236 $2497 $ 17,236 $ 17,09 $ 145
Heating Degree-Day {HDD) and Customer Analysis
Increase Increase

For the Years Ended December 31, 2005  (decrease} 2005 2004 (decrease)
Heating degree-day data—Delmarva B .

Actual HOD 4,792 (861) 4,792 4,553 . 239

10-year average HDD 4,436 (64) 4,436 4,383 | 53

Estimated gross margin per HOD $2,234 ${221) $2,234 $1,800 $434

- e

Estimated dollars per residential customer added:

Gross margin $ 3727 $ — $ 372 $ 372 $ —

Other operating expenses $ 106 $ b5 $ 106 $ 104 $ 2
Average number of residential customers :

Delmarva ' 37,346 3,189 37,346 34,352 2,994

Florida 11,717 946 11,717 10,910 807
Total 49,083 4,135 49,063 45,262

3,801

2006 Compared to 2005

Gross margin for the Company’s natural gas segment increased
$2.0 million, or 4 percent, and other operating expenses decreased
$475,000, or 1 percent, in 2008 compared to 2005. The gross
margin increases of $1.8 million for the natural gas transmission
operation, $395,000 for the Florida natural gas distribution
operation and $75,000 for the natural gas marketing operation
were partially offset by lower gross margin of $210,000 for the
Delmarva natural gas distribution operations.

Natural Gas Transmission

The natural gas transmission operation achieved gross margin
growth of $1.8 million, or 11 percent. Of the $1.8 milliont increase,
$1.1 million was attributed to new transportation capacity
contracts implemented in Novernber 2005-and $612,000 due to

new fransportation capacity contracts implemented in November

20086. In 2007, the new transportation capacity contracts
implemented in November 2006 are expected to generate an
additicnal gross margin of $3.3 million above and heyond 2006
gross margins.” An increase of $416,000 in other operating
expenses partially offset the increased gross margin. The
factors contributing to the increased expenses are as foltow:

Chesapeske Utilities Corporation 13
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Management’s Discussion and Analysis (Continued) ¢

* Payroll costs and incentive compensation increased
$108,000 to serve the additional growth experienced
by the operation. . °

* Higher depreciation and asset removal costs of
$558,000 and increased property taxes of $109,000

. due to an increase in the level of capital investment.

* A reduction of $376,000 as a result of the dperation
receiving approval from the FERC to recover certain

. ‘pre-service costs associated with the Bay Crossing
Project. Plgase refer to the Regulatory Activities
section of the Management’s Discussion and
Analysis for additional details. As a result of this
approval, thé Company is deferring the pre-service

.costs that it incurs. In 20086, the Company deferred
$188,000 of costs previously incurred and expensed
“in 2005. As a result of this deferral, the amounts
recognized in the Company’s income statement
have declined from 2005 by $376,000."

* There was an increase of approximately $17,000
in other operating expenses relating to various
minor items.

Natural Gas Marketing .

Gross margin for the natural gas marketmg operation
increased $75,000 for 2006 compared to 2005. The increase
was attained primarily, from an increase in the number of
custorners to-which it provides-supply management services.
Other operating expenses decreased $78,000 for the operation
due to lower levels of consulting services, partially offset by an
increase in the allowance for uncollectible accd_pnts.

Natural Gas Distribution

Gross margin for. the-Florida dlstnbunon operatlon increased
by $395,000. The impact of an 8 percent growth in residentia!
customers contributed $230,000 to gross margin. In addition to
residential customer growth, new commercial and industrial
customers contributed $91,000 to gross margin in 2006. The
remaining $74,000 increase in gross m-argin is attributed to %
various factors, including turn-on revenue.

The Delmarva distribution operations experienced a decrease
of $210,000 in gross margin. Weather significantly impacted
gross margin in 2006 compared to 2005 as temperatures on
the Delmarva Péninsula were 18 percent warmer in 2008. The
Company estimates that the warmer temperatures in 2006 led
1o a decrease in gross rmargin of approximately $1.7 rnillion when
compared to 2005. This decrease was partially offset by continued
residential customer growth. The average number of residential
customers on the Delmarva Peninsuta |ncreased 3.189, or 9
percent, for 2006 compared to 2005-and the Company estimates
these additional residential customers contributed approximately
$1.2 million to gross margin. The remaining $190,000 increase
in gross margin can be attributed to various factors, including an

14 Chesapezke Utilities Corporation

- Increase in the number of commercial customers and decrease

of interruptible sales.

Other operating. expense for the natural gas distribution,
operations decreased $814,000 in 2006 compared to 2005.
Some of the key components of the decrease in other operating
‘expenses-in 2006, compared to 2005, include the following::

» Health care costs decreased by $I§13,000 as a result of
the Company changing health care service provide'rs in.
November 2005 and has subsequently experienced :

" lower costs related to claims, '

= Alldwance for uncollectible accounts decreased by
$289,000 in 2006 compared to 2005 due te lower - v
revenues and increased collection efforts. Revenues are -’
down due to lower prices and warmer ternperatures.

* [ncentive compensation decreased $177.000 in 2006
to reflect lower than expected earnings.

» Lower corporate costs due to lower payroll and
related expenses. : :

* Depreciation and amortization expense and asset

. removal cost increased $132,000 and $186,000,
respectively, as a result of the Company’s continued- ;
capital investments. oo

¢ Merchant payment fees increased $136 000 in 2006
compared to 2005 as the Company. experienced
more customers making payments with the use of
credit cards, . S

* |n addition, there is an increase of approximately
$55,000 in other operating expenses relating to
various minor items. L

2005 Compared to 2004

Gross margin for the Company’s natural gas segment
increased $3.6 million, or 8 percent, which was partially offset
by higher other operating expenses of $3.5 million in 2005 .
compared to 2004: Each of the natural gas operations
experienced year-over-year increases in gross margin in-200b,
primarily from customer growth, colder termperatures, and
changes in rate de5|gn .

Natural Gas Transmission : e ;

The natural gas transmission operation achieved gross margin
growth of $1.4 millien, or 9 percent,primarily due to additional
contracts signed in November 2004 for transportation capacity
providAed toits firm customers. In addition, the Company’'s - - 1
capital investments enabled the natural gas transmission
operations to execute additional transportation capacity
contracts in November 2005. An increase of $980,000 in other’
operating expenses partially offset the increased gross margin.
The factors contributing to the increased expenses were
associated with continued economic growth, as well as higher
depreciation and property taxes due to an increase in the fevel
of capital investments.
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Natural Gas Marketing

Gross margin for the natural gas marketing operation
increased $606,000, or 39 percent, for 2005 compared to 2004
as the number of customers to which it provides supply
management services increased 100 percent. The increase in
gross margin was partially offset by an increase of $352,000 in
other operating expenses due to higher levels of staff and other
operating costs necessary to support the increase in business.

Natural Gas Distribution

Gross rmargin for the Delaware and Maryland distribution dwuswns
increased $1.2 million, as temperatures in 2005 were 5 percent
colder than 2004 and the number of residential custorners increased
8.7 percent. An increase in gross margin from the colder weather of
$534,000 was offset by a decrease of $651,000 in gas deliveries to
customers as a result of conservaticn efforts in response to the
higher gas prices. Gross margin for the Florida distribution operations
increased $579,000, primarily due to changes in the customer rate
design and a 7.4 percent increase in the number of residential
customers served. The Company estimates the raté design changes
contributed $322,000 in additional gross margin and resulted in the
Florida division collecting a greater percentage of revenues from
fixed charges rather than variable charges based upon consumption.
Other operating expense for the natural gas distribution operations
increased $2.1 million in 2005. Some of the key components of the

Propane (in thousands}

increase in cther operating expenses in 2005, compared to 2004,
include the following:

» The incrementa! cperating and maintenance cost of
supporting the residential custormers added by the
Delmarva and Florida distribution operations was
approximately $403,000.

* In response io higher natural gas prices, the
.Company increased its allowance for uncollectible
accounts by $98,000. '

» The cost of providing health care for our employees
increased $180,000.

* Costs of line location activities |ncreased $177,000.

* With the additional capital investments,
depreciation expense, asset removal cost and
property taxes increased $225,000, $130,000
and $319,000, respectively.

Propane

The propane segment experienced a decrease of $675,000 in
operating income in 2006 compared to 2005, reflecting a gross
margin decrease of $1.1 million, which was partially offset by a
decrease in operating expenses of $464,000. During 2005, the
propane segment increased operating income by $845,000, or
36 percent, over 2004. Gross margin in.2005 increased $2.6
million over 2004, which more than offset the increase of $1.7
million of operating expenses.

Increase

Increase
For the Years Ended December 31, 2005  (decrease) 2005 2004 | l(decrease)
Revenue $48,976 $ (400} $48,976 $41,500 '$7,476
Cost of sales 30,041 739 30,041 25,155 - 4,886
Gross rargin 18,935 (1,139} 18,935 16,345 2,590
Operations & maintenance .~ 13,355 {532) 13,355 11,718 1,637
Depreciation & amortization 1,674 85 1,674 1,624 50
-Other taxes 797 (17) 797 739 58
Other operating expenses 15,726  (464) 15,726 13,981, 1,745
Total Operating Income $ 3,209 $ (875) $ 3,209 $ 2,364 $ 845
Propane Heating Degree-Day (HDD) Analysis—Delmarva
Increase Increase
For the Years Ended December 31, 2005 {decrease) 2005 2004 {decrease)
Heating degree-days
Actual 4,792 (861) 4,792 4,553 239
10-year average 4,436 {64) 4,436 4,383 53
Estimated gross margin per HDD $1,743 $ — $1,743 $1.691 $ 52
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Management’s Discussion and Analysis (Continued)

2006 Compared to 2005 _

Operating income for the propane segment decreased
$675,000. or. 21 percent, to $2.5.million for 2006 compared to
2005. This decrease was due primarily to warmer weather on
the Delmarva Peninsula in 2006, which resulted in reduced
customer consumption. Gross margin in the Delmarva propane
distribution operations was lower when compared to 2005 by
$834,000, primarily due to warmer weather."Gross margin also
decreased in the Florida propane distribution operation and the
Company's wholesale propane marketing operation by $146,000
and $159,000, respectively.

Delmarva Propane Distribution
The Delmarva propane distribution operation’s decrease in
gross margin of $834,000 resulted from the following items:
¢ Volumes sold in 2006 decreased 1.9 million gallens, or
8 percent, primarily from temperatures on the Delmarva
Peninsula being 18 percent warmer during 2006 when
éompared to 2005. The Company estimates that the
warmer. temperatures resulted in a decrease in gross
margin of approximately $1.7 million when compared
to 2005.
Gross margin increased $956,000 from an increase of
$0.0302 in the average gross margin per retail gallon
in 2006 compared to 2005.
Gross margin for the Delmarva CGS increased $155,000
when compared to the prior period, prirmarily from
an increase in the average number of customers.
The average number of customers increased by
approximately 1,000 to a total count of approximately
3,900, or a 34 percent increase, when compared to
2005. The Company expects the growth of its CGS
operation to continue as the number of systems
currently under construction or under contract is
anticipated to provide for an additional 7,700 customers.
* Gross margin was adversely impacted by a $272,000
write-down of propane inventory to reflect the lower
of cost or market.
* The remaining gross margin decrease of $29,000 is
attributed primarily to customer conservation and
- changes in the timing of deliveries to customers.
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Other operating expenses decreased $335,000 for the
Delmarva operations in 2006, compared to 2005. The significant
items contributing to the decrease are explained below.

* The Company recovered $387,000 in fixed costs from

one of its propane supbliers in response 1o a propane

contamination incident that cccurred in March 2006.

The Company identified that approximately 75,000

gallons of propane that it purchased from the supplier

contained above-normal levels of petroleum byproducts.
* Health care costs decreased by $324,000. The Company
changed health care service providers in November

2005 and has subsequently experienced lower costs

related to claims. ‘

+ In addition, there is a decrease of approximately

$39,000 in other operating expenses relating to

various minor items.

* These lower costs were partially offset by increased -
costs of $176,000 for one of the Pennsylvania start-

ups, which began operation in July 2005, increased

payroll costs of $165,000 and higher costs of $74,000

associated with vehicle fuel.
Florida Propane Distribution

The Florida propane distribution operation experienced a
decrease in gross margin of $146,000, or 12 percent, when .
compared to the same period in 2005. The lower gross margin
reflects a decrease of $208,000 for in-house piping sales as the
operation exited the house piping service, which was partially
offset by an increase in gross margin of $62,000 from propane
sales. The increase in gross margin from propane sales was

‘attained primarily from an increase in the average gross margin -

per retail gallon, partially offset by a 1 percent decrease in the
volumes sold in 20086. Florida propane experienced a decrease in
other operating expenses in 2006 compared to 2005 of $49,000
attributed to lower payroll and benefits costs due to vacant
positions during the year, partially offset by higher expenses -
related to leak testing and depreciation expense.

Propane Wholesale and Marketing

Gross margin for the Company's propane wholesale marketing
operation decreased by $153,000 in 2006 compared to 2005.
This decrease from the 2005 results reflects the increased
market ocpportunities that rose in 2005 due to the extreme price
volatility in the propane wholesale market from rising propane .
prices following the hurricanes in the Gulf of Mexico area. The
same level of price fluctuations was not experienced in 2008,
The decrease in gross margin was partially offset by lower other
operating expenses of $79,000 attributed primarily to lower
incentive compensation as a result of the lower earnings in 20086.
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2005 Compared to 2004

Operating income for the propane segment increased
$846,000, or 36 percent, to $3.2 million for 2005 compared
to 2004. Gross margin in the Delmarva propane distribution
operations was higher when compared to 2004 by $1.8 million,
primarily due to colder weather. Gross margin also increased in
the Florida propane distribution operation and the Company'’s
wholesale propane marketing operation by $385,000 and
$445,000, respectively.

Delmarva Prapane Distribution

The gross margin increase for the propane segment was
due primarily to an increase of $1.8 million for the Deimarva
distribution operations. Volumes sold in 2005 increased 1.1
million gallons or 5 percent. Temperatures in 2005 were 5
percent colder than 2004, causing an estimaied gross margin
increase of $417,000. Additionally, the gross margin per retail
gallon improved by $0.0342 in 2005 compared to 2004. Gross
margin per gallon increased as a result of market prices rising
greater than the Company’s inventory price per gallon. This
trend reverses when market prices decrease and move closer
to the Company's inventory price per gallon. The gross margin
increase was partially offset by increased other operating
expenses of $1.5 million. The higher other operating costs were
attributable to the Pennsylvania start-up costs and expenses
related to higher earnings, such as incentive compensation and
other taxes, employee benefits, insurance, vehicle fuel and
maintenance expenses, and a non-recurring credit of $100,000
for vehicte insurance audits in 2004. The Pennsylvania start-up
costs accounted for $722.000, or approximately 49 percent, of
the increase in operating expenses.

Advanced Information Services (in thousands)

Florida Propane Distribution

Gross margin for the Florida propane distribution operations
increased $385,000, or 45 percent, in 2005 compared to 2004.
The increase in gross margin was attained from an increase of
27% in the average number of customers, which contributed to
the $267,000 in propane sales gross margin, and an increase of
$1.18,000 in house-piping sales. Florida propane also experienced
an increase in other operating expenses of $147,000 attributed to
business growth, such as payroll, vehicle fuel and maintenance, *
insurance, and depreciation expense,

Propane Wholesale and Marketing

The Company’s propane wholesale marketing operation = - #
experienced an increase in gross margin of $445,000 and an
increase of $121,000 in other operating expenses, leading to
an improvement of $323,000 in operating income over 2004.
Wholesale price volatility created trading opportunities during
the third and fourth quarters of the year; however, these were
partially offset by reduced trading activities particularly in the
first half of the year when the wholesale marketing operation
followed a conservative marketing strategy, which lowered risk
and earnings, in light of continued high whalesale price levels.

Advanced Information Services \

The advanced information services segment provides .
domestic and international clients with information technology
related business services and solutions for both enterprise and
e-business applications. The advanced information services
business contributed operating income of $767,000 for 2008, .
$1.2 million for 2005, and $387.000 for 2004.

Increase Increase
For the Years Ended December 31, 2005 (decrease} 2005 2004 (decrease}
Revenue $14,140 $(1,572)  $14,140 $12,427 $1,713
Cost of sales 7181 (99) 7,181 7,015 166
Gross margin 6,959 (1,473} 6,959 5,412 1,547
Operations & maintenance 5,129 {1,010 5,129 4,405 724
Depreciation & amortization 123 {10) 123 138 {15}
Other taxes 510 {23} 510 482 28 .
Other operating expenses 5,762 (1,043} 5,762 5,025 737
Total Operating Incorme $ 1,197 $ (430 $ 1,197 $ 387 $ 810
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Management’s Discussion and Analysis {Continued)

2006 Compared to 2005

Operating income for advanced information services business
decreased $430.000 to $767,000 for 2006 compared to $1.2 million
in-2005. The operating income for 2005 included operating
income of $393,000 for LAMPS™, inclusive of a $924,000 pre-tax
gain on the sale of the product. The LAMPS™ product was sold to
Fidefity National Information Solutions, Inc., a subsidiary of Fidelity
National Financial, Inc., in October 2005.

Revenues for the period decreased $1.6 million compared
to 2005, due primarily to elimination of $1.9 million of revenue
generated by the LAMPS™ product in 2005. Consulting revenues
increased $749,000 in 2006 when compared to 2005, primarily
from offering a new service, Managed Database Administration
{("MDBA"), to its customers in 2006 and an increase of 7.6 percent
in the average hourly billing rate, while the number of billable hours
remained at the same level of 2005, The MDBA service provides
third parties with professional database monitoring and support
solutions during business hours or around the clock. The MDBA
service contributed $470,000 to consulting revenues. Partially
offsetting the increase in consulting revenues were decreases of
$128,000 and $244,000 from training and product sales and ather
revenues, respectively.

Cost of sales for 2006 decreased $99,000 to $7.08 million,
compared-to 2005. The 2005 cost of sales of $7.18 million included

" $401,000 related to LAMPS™. Absent the cost of sales associated
with the LAMPS™ product, cost of sales increased in 2006
compared to 2005 to support the higher revenues.

Other operating expenses decreased $1.0 million in 2006 to
$4.7 million, when compared to 2005. The reduction in expenses
primarily reflects expenses of $554,000 in 2005 associated
with LAMPS™ and lower benefits costs, rent expense and
consulting costs.

2005 Compared to 2004

The advanced information services segment had operating
income of $1.2 million and $387,000 for years 2005 and 2004,
respectively. The results for 2008 and 2004 include revenues
and costs related to the LAMPS™ product that was sold in
October 2005, which resulted in a $924,000 pre-tax gain.

Revenues for 2005 increased $1.7 million to $14.1 million
.compared to revenues of $12.4" million for 2004. The 2005 and
2004 revenue figures include $2.4 million and $149,000 of
revenue relating to the LAMPS™ product for those respective
years. Decreases in consulting revenues for the eBusiness group
of $793,000 and lower sales of Progress software licenses of
$285,000 accounted for the decrease in revenue when compared
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to 2004. This decrease was partially offset by the performance
revenue of $238,000 received in the third quarter 2005 and an-
increase of $317,000 in consulting revenues for the Enterprise
Solutions group. The performance revenue was related to the sale
of the webproEX software that took place in 2003. As part of the
sale agreement, Chesapeake received a percentage of
revenues after certain annual revenue and performance targets
were reached.

Cost of sales for 2005 increased $165,000 to $7.2 mitlion,
compared to $7.0 million for 2004. The increase in cost of sales
was attributed to the LAMPS™ product. The 2005 and 2004
cost of sales figures included $511,000.and $345,000 of cost for
the LAMPS™ product. Other operating expenses increased
$738,000 in 2005 to $5.8 million, compared to $5.0 million in
2004. The increase in other operating cost was attributed to the
increase of costs relating to the LAMPS™ product. The costs
associated with the LAMPS™ product for 2005 and 2004 were
$1.2 million and $575,000, respectively. The remaining increase
was primarily due to health care claims and office rent, which -
were offset by cost containment-measures implemented in the
second quarter of 2005 to reduce operating expenses.

Other Operations and Eliminations

Other operations consist primarily of subsidiaries that own real
estate leased to other Company subsidiaries and the results of
operations for OnSight Energy, LLC ("OnSight”). Eliminations are
entries required to eliminate activities between business segments
from the consclidated results. Other operations and eliminating
entries generated an operating loss of $103, 000 for 2006
compared to an operating loss of $112,000 for 2005. The operating
loss in both 2006 and 2005 is attributed to results of OnSight.

The Company formed OnSight in 2004 to provide distributed
energy services. Distributed energy refers to a variety of small,
modular power generating technologies that may be combined
with heating andfor cooling systems. For 2008, OnSight had an
operating loss of $401,000 cofnpared to an operating loss of
$390,000 for 2005. The higher aperating loss in 2006 when
compared to 2005 is the result of: _

* In the third quarter of 2006, actions were taken to
reduce operatihg expenses going forward, which
resulted in a charge of $65,000 to other operating
expenses associated with staff reductions.

* The 2005 results of operation includes the impact of .
OnSight completing its first and only contract to date,
which occurred in the second guarter of 2005.
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Other Operations & Elimina{ions {in thousands)

Increase ‘Increase

For the Years Ended Decembef,31_, 2005 . (decrease). 2005 2004 . (decrease)
Revenue o $ 763 $(143) . $ 763 $647 $116
Cost of sales i 116 {115) 116 —_ 1186
Gross margin N 647 (28) 647 647 - —
O.perations & maintenance : 472 7 . 472 278 194
Depreciation & amortization 220 (57} 220 . 210 . 10
Other taxes 97 {14} 97 - 63 34
Other operating expenses 789 (B4} 789 - bb1 238
Operating Income—Other $(142) $ 36 $(142) $ 96 $(238),
Operating Income—Eliminations $ 30 $ 27) $ 30 $ 32 $ (2
Total Operating Income {Loss} $0112) $ 9 $0112) $128 $(240)
DISCONTINUED OPERATIONS INTEREST EXPENSE

In 2003, Chesapeake decided to exit the water services
business. Six of seven water dealerships were sold during
2003 and the remaining operation was sold in October 2004.
The results of the water companies’ operations, for all periods
presented in the consolidated income statements, have been
reclassified ta discontinued operations and shown net of tax.
For 2004, the discontinued operations experienced a net loss
of $121,000. The Company did not have any discontinued
operations in 20086 and 2005.

INCOME TAXES

Income tax expense for 2006 was $6.8 million compared to
$6.2 million for 2005. Income taxes increased in 2006 compared
1o 2005, due primarily to increased taxable income. Income
taxes increased in 2005 compared to 2004, due to increased
income. The effective current federal income tax rate for 2006
and 2005 was 35 percent, whereas the rate for 2004 was 34
percent. During 2006, 2005, and 2004, the Company realized
benefit of.$220,000, $223,000, and $205,000, respectively, from
a change in the tax law that allows tax deductions for dividends
paid on Company stock held in Employee Stock Ownership
Plans ("ESOP").

OTHER INCOME -

Other income was $189,000, $383,000, and $543,000 for the
years 2006, 2005, and 2004, respectively. The other income
amounts for the years 2006 and 2005 consist of interest income,
compared to interest income and gains from the sale of assets
for the year 2004.

Total interest expense for 2006 increased approximately
$644,000, or 12.5 percent, compared to 2005. The increase
reflects the increase in the average short-term debt balance and
higher short-term interest rates in 2006 compared to 2005. The
average short-term borrowing balance increased $21.2 million in
2006 to $26.9 million compared to $5.7 miltion in 2005. The
large year-over-year increase in the average short-term
borrowing balance was primarily to finance the $39.3 million of
net property, plant, and equipment added in 2006. The weighted
average interest rate for short-term borrowing increased from
4.47 percent for 2005 to 5.47 percent for 2006. The average
long-term debt balance during 2006 was $67.2 million with a
weighted average interest rate of 6.98 percent, compared to
$67.4 million with a weighted average interest rate of 718
percent for 2005. The Company also capitalized $586,000 of
interest as part of capital project costs during 2006.

Total interest expense for 2005 decreased approximately -
$135,000, or 2.6 percent, compared to 2004. The decrease
reflects the decrease in the average long-term debt balance. The
average long-term debt balance during 2005 was $67.4 million
with a weighted average interest rate of 7.18 percent, ¢compared
to $71.3 million with a weighted average interest rate of 7.17
percent in 2004. The average short-term borrowing balance in
2005 was $5.7 million, an increase from $870,000 in 2004. '
The weighted average interest rate for short-term borrowing
increased from 3.72 percent for 2004 to 4.47 percent for 2005.
The Company also capitalized $136,000 of interest as part of
capital project costs during 2005.
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‘Management’s Discussion and Analysis (Continued)

.LIQUIDITY AND CAPITAL RESOURCES

Chesapeake's capital requirements reflect the capital-intensive 7

_nature of its business and are principally attributable to its
invéstment in néw plant and equipment and the retiremenit of
outstanding debt. The Company relies on cash generated from
operatrons short-term borrowrng and other sources to meet
normal workrng capltal requirements and to finance capital
expendrtures During 2006, net cash provided by operating
activities was $30.1 million, cash used by investing activities

. was $48.9 million' and cash provrded by financing activities was
© $20.7 million.

During 2005, net cash provided by operating activities was
$13.6 million, cash used by investing activities was $33.1 million
and cash provided by financing activities was $20.4 million.

As of December 31, 2006, the Board of Directors (* Board" ')
has_authorized the Company to borrow up to $65.0 million of
short-term debt from various banks and trust companres under
short-term lines of credit. Durrng 2006, the Board authorized,
increases-in the Company's borrowing authority up to $75 |
millien to fu‘nd the 2006 capital budget and working capital, The
$75 million limit was subsequently reduced to its current level

. by the Board on November 7. 2008, following the placement on
" October 12, 2006 of $20, million 5.50 p_ercent Senior Notes.
" On December 31, 2006, the Company had four unsecured bank
lines of credit wrth two frnancral institutions, totaling $80.0 million,
none of which requrred compensatrng balances. These bank lines
provide funds for the Company’s short-term cash needs to meet
seasonal working caprtal requirerments and to temporarity fund
portions of its, capltal expenditures. Two of the bank lines, totaling
$15. O million, are committed. The other two lines are subject to
the banks avaﬂabrlny of funds. The outstandlng balances of short-
" term debt at December. 31, 2006 and 2005 were $27.6 million

Cash Flows Provnded BY Operatmg Activities

and $35.5 million, respectivery.-_-'#'henlevel of short-term debt
was reduced with funds provided from the placement of $20

million of 5.5 percent Senior Notes in Qctober 2006 and from
“ the proceeds of the issuance of 600,300 shares of common

3

stock'in November 2006.

* Chesapeake has'budgeted $45.5 million for capital expenditures-
during 2007. This amount includes $20.2 rnillion_ for natLr_raI gas
distribution, $16.5 million for natural gas transmission, $7.5 mitlion
for propane distribution and wholesale,marketing, $154,000
for advanced information services and $915,000 for other
operations. The natura! gas distribution and transmission -
expenditures are for expansion and in'rprovement of facilities.
The propane expenditures are to support customer growth and

.for the replacement of equipment. The advanced information
. services expenditures are for computer hardware, software and

re}lated equipment. The other categoh’;_inr_:ludes general plant, -+
computer software and hardware. Fina'ncing for the 2007 capital
expenditure program is expected from short-term borrowrng, ’

cash prowded by operating activities, and other sources. The o

capital expendlture program is SUbjECt to continuous review
and madification. Actual capital requirements may vary from the .
above estimates due to a number of factors, . including acquisition
opportunities, changmg econornrc condmons customer growth
in existing areas, regulation, new growth opportunrtres and
avaitability of caprtal

Chesapeake expects to incur approxrmately $75,000 in 2007
and 2008 for environmental-related expenditures. Addrtronal‘_

expenditures may be reguired in future years (see Note M to the,

Consolidated Financial Statements). Management does not *
expect financing of future environmental-related expendituree to
have a material adverse effect on the financial position er_eapital
resources of the Company..

Our cash flows provrded by {used in} operating eetrvrtres were as follows;

For the Years Ended December 31,

:

2005 - 5004

Net Income . - $10,467,614  $ 9,428,767
Non-cash adjustrments’ta net income 13,059,678 16,342,116
Changes in working capital - *. (9,927,351} (3,767,730)
- Net cash from operating activities _$13,599,941  $22,003.153 .
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Year-over-year changes in our cash flows from operating
activities are attributable primarily to net income, depreciation
and working capital changes. The changes in working capital are
impacted by weather, the price of natural gas and propane, the
timing of customer collections, payrnents of: naturat gas and
propane purchases, and deferred gas cost recoveries.

The Company generates a large portion of its annual net income
and subsequent increases in our accounts receivable in the first and
fourth quarters of each year due to significant volumes of natural
gas and propane delivered by our Delmarva natural gas and propane
distribution operations to our customers during the peak heating
season. In addition, our natural gas and propane inventories, which
usually peak in the fall months, are largely drawn down in the
heating season and providé a source of cash as the inventory is
" used to satisfy winter sales demand.

During this period, our accounts payable increased to reflect
payments due to providers-of the natural gas, propane commodities
and pipeline capacity. The value of the natdral gas and propane can
vary significantly from one periad to the next as a result of volatility
in the prices of these commodities. Qur natural gas costs and
deferred purchased natural gas costs due from, or to, our customers
represent the difference between natural gas costs that we have
paid to suppliers in the past and amounts that we have collected
from customers. These natural gas costs can cause significant
variations in cash flows from period te period.

In 20086, our net cash flow provided by operating activities
wias $30.1 million, an increase of $16.5 millicn from the same
period of 2005. The increase was primarily a result of the
recovery of working capital during 2006 that was deployed in
2008 due to the significantly higher commaodity prices and the
amount of working capital required for operations. Contributing
to this increase was a decrease in the amount of natural gas and
propane purchased for inventory of $6.1 million as a result of

“mild weather in the prior heating season and therefare higher
inveniory balances for the current heating season.

In 2005, our net cash flow provided by operating activities was
$13.6 million, a decrease of $8.4 mitlion from the same period of
2004, The decrease was primarily a result of increased working
capital requirements including increased spending of $5.7 million
for seasonal natural gas and propane inventories in advance of
the winter sales demand. We spent more on these inventories
in 2005 primarily because of higher naturat gas and propane ..
prices due to the effects of the hurricanes in the Gulf Coast
region. The Company also used $1.2 million of cash to purchase
investrments for the Rabbi Trust associated with the Company's
Supplemental Executive Retirement Savings Plan. Please see
Note E on Investments in the Notes to the Consolidated
Financial Statements.

Cash Flows Used in Investing Activities .

Net cash flows used in investing activities totaled $48.9 million,
$33.1 million, and $15.5 million during fiscal years 2006, 2005, and
2004, respectively. In fiscal years 2006, 2005, and 2004, 348.8
million, $33.3 million, and $16.4 million, respectively, of cash were
were utilized for capital expenditures. Additions to property, plant
and equipment in 2006 were primarily for natural gas transmission
($28.0 million), natural gas distribution {$16.1 million) and propane
distribution {$4.3 million). In both 2006 and 2005, the natural gas

" distribution expenditures were used primarily to fund expansion

and facilities improvements. Natural gas transmission capital
expenditures related primarily to expanding the Company’s
transmission system.

Cash Flows Provided by Financing Activities

Cash flows provided by financing activities totaled $20.7 million
during 2006, $20.4 million during 2005 and cash flows used , *
by financing activities was $8.0 million for 2004. Our significant
financing activities for the years-2006, 2005, and 2004 are
summarized as follow:

¢ In November 2006, the Company sold 600,300
shares of common stock, including the underwriter’s
exercise of their over-allotment option of 20,045
shares, pursuant to a shelf registration statement
declared effective in November 2006, generating net
proceeds of $19.7 miliion.

« In October 2006, the Company placed $20 million of 5.5
percent Senior Notes {"Notes”) to three institutional
investors (The Prudential Insurance Company of
America, Prudential Retirement Insurance and Annuity
Company and United Omaha Life Insurance Company}.
The original note agreement was executed on
October 18, 2005 and provided for the Company to..
sell the Notes at any time prior to January 15, 2007,

* The Company repaid $4.9 million of long-term debt
during 2006 compared with $4.8 million during 2005
and $3.7 million during 2004.

 During 20086, the Company reduced short-term debt
by $8.0 millien. During 2005 and 2004, net berrowing
of short-term debt increased by $29.6 million and
$1.2 million, respectively, pramanly to support our
capital investment.

¢ During 2006, the Company paid $6.0 million in cash
dividends compared with dividend payments of $56.8
million and $5.6 million for years 2005 and 2004,
respectively. The increase in dividends paid over prior”
year reflects the increase in the dividend rate from
$1.14 per share during 2005 to $1.16 per share
during 2006 and the issuance of additicnal shares
of common stock. et

s In August 2006, the Company paid cash of $435,000,
in lieu of issuing shares of the Company's common
stock for the 30,000 stock warrants ouistanding at
December 31, 2005.
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Management’s Discussion and Analysis (Continued)

CAPITAL STRUCTURE I

The following presents our capitalization as of December 31, 2006 and 2005:

December 31,

2005
{in thousands, except percentages)
Long-term debt, net of current maturities $ 68,890 “41%
Sharehaolders’ equity $ 84,757 59%
Total capitalization, excluding short-term debt $143,747 100% .

The Company increased its capitalization by $38.5 million in
2006 compared to 2005. The increased capitalization was
primarily used to fund the $39.3 million of net property, plant,
and equipment added in 2006 and for working capital.

As of December 31, 2008, common equity represented 61
percent of total capitalization, compared to 59 percent in 2005.

The following presents our capitalization as of December 31,
2006 and 2005 if short-term borrowing and current portion of
long-term debt were included in capitalization: ;

-

- December.31,

2005
{in thousands, except percentages)
Short-term debt $ 35,482 19%
Long-term debt, including current maturities $ 63,919 35%
Shareholders’ equity $ 84,757 46%
Total capitalization, including short-term debt $184,158 100%

If short-term borrowing and current portion of long-term debt
were included in capitalization, total capitalization increased by
$33.3 million in 2006 compared to 2005. The increased
capitalization was primarily used to fund a portion of the $39.3
" million of net property, piant, and equipment added in 2006
and for other general working capital. In addition, if short-term
borrowing and the current portion of long-term debt were
included in total capitalization, the equity component of the
Company's capitalization would have been 51 percent and 46
percent for 2006 and 2005, fespectivew.

Total debt as a percentage of total capitalhization, including short-
term debt, was 49 percent and 54 percent at December 31, 2006
and 2005, respectively. The decrease in the debt-to-capitalization
ratio in 2006 was primarily attributed to the following:

* The Company sold 600,300 additional shares of
common stock pursuant to a shelf registration declared
effective by the SEC in November 2006. The.sale of
these additicnal shares increased total shareholders’
equity by approximately $19.7 million.

* The outstanding long-term debt balance increased $14.8
million. Contributing to the increase was the placement
of $20 million of 5.5 percent Senior Notes in October
2006, partially offset by scheduled principal payments.

* The outstanding short-terrn debt balance decreased
$7.9 million. The Company reduced its outstanding
short-term debt with funds received from the sale of
additional shares of common stock and the placement

. of the Senior Notes.
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Chesapeake remains committed to maintaining a sound capital
structure and strong credit ratings to provide the financial flexibility
needed to access the capital markéts when required. This
commitment, along with adequate and timely rate retief for
the Company's regulated operations, is intended to ensure that
Chesapeake will be ablé to attract capital from outside sources at

a reasonable cost. The Company believes that the achievement of -

these objectives will provide benefits o customers and creditors,
as well as to the Company’s investors.

SHELF REGISTRATION

in July 2008, the Corﬁpany filed a registration staterment on Form
$-3 with the SEC to issue up to $40.0 million in new common stock
and/or debt securities. The registration statement was declared
effective by the SEC in Novermber 2006. In November 2006, we .
seld 600,300 shares of common stock, including the underwriter's
exercise of their over-allotment option of 90,045 shares, under this
registration statement, generating net proceeds of $19.7 million.
The net proceeds from the sale were used for general corporate

“purposes, including financing of capital expenditures, repayment

of short-term debt, and general working capital purposes. At
December 31, 2006, the Company had approximately $20.0
million remaining under this ragistration statement.




CONTRACTUAL OBLIGATIONS
We have the following contractual obligations and other commercial commltments as of December 31, 2006:

Payments Due by Period

Less than . More than o
Contractual Obligations 1 year 1-3 years 3-5 years 5 years Total
Long-term debt (1) - $ 7,656,364 $14,312,727 $14,403,636 $42,333,636 $ 78,706,363
. Operating teases (2} 649,659 919,216 652,026 3,769,640 5,990,541
Purchase obligations {3) .
Transmission capacity 7,182,746 12,413,145 8,154,556 23,523,355 51,273,802 g !
Storage—Natural Gas 1,363,488 2,698,742 2,666,955 5,163,488 11,892,673
Commodities 17,862,123 — — — 17,862,123
Forward purchase contracts—Propane (4} 13,868,391 — — = 13,868,391 _
Unfunded benefits (5 ’ 292,445 588,705 614,043 2,710,528 4,208,727 .,
" Funded benefits 8] 323,500 148,364 117,732 1,419,046 2,008,642 . .,

. Total Contractuat Obligations $49,198,716 $31,080,899 $26,608,948 $78,919,693  $185,808,256 - .;

{1} Principal payments on long-term debt, see Note H, “Long-Term Debt,” in the Notes to the Consolidated Financial Statements for additional discussion
of this itém. The expected intarest payments on long-term debt are $5.2 million, $8.8 million, $6.9 million and $10.0 million, respectlvely for the -
periods indicated above. Expected-interest payments for all periods total $30.9 million. -

(2) See Note J, "Lease Obligations,” in the Notes to the Consclidated Financial Statements for addmonal discussion of this item.

{3) See Note N, “Other Commitments and Contingencies,” in the Notes to the Consolidated Financial Statements for further information.

{4) The Company has alsc entered into forward sale contracts. See "Market Risk” of the Management's Discussion and Analysis for-further information.

{6) The Company has recorded ieng-term liabilities of $4.2 million at December 31, 2006 for unfunded post-retirement benefit plans. The amounts
specified in the table are based on expected payments to current retirees and assumes a retirement age of 85 for currently active employees.
There.are many factors that would cause actual payments to differ from these amounts, including early retirement,-future health care costs that
differ from past experience and discount rates implicit in calculations.

{6) The Company has recorded long-term liabilities of $2.0 million at December 31, 2006 for funded benefits. These liabilities have been funded using a
Rabbi Trust and-an asset in the same amount is recorded under Investments on the Balance Sheet. The defined benefit pension plan was closed to
new partrcrpants on January 1, 1999 and participants in the plan on that date ware given the option to leave the plan. See Note K. "Employee
Benefit Plans,” in the Notes to the Consolidated Financial Statements for further information on the plan. Since the plan madification, no additional
funding has been required fram the Company and none is expected for the next five years, based on factors in effect at December-31, 2006.
However, this is subject to change based on the actual return earned by the plan assets and other actuarial assumptions, such as the discount rate
and long-term expected rate of return on plan assets.

]

- Off- Balance Sheet Arrangements . REGULATORY ACTIVITIES

) The Company has issued corporate guarantees to certain The Company's natural gas distribution operatrons are subject
vendors of its propane wholesate marketing subsidiary, its natural to regulation by the Delaware, Maryland and Ftorida Public
gas supply and-management subsidiary, and propane distribution Service Commissions. Eastern Shore Natural Gas (“Eastern
subsndlary These carporate guarantees provide for the payment of Shore"). The Company's.natural gas transmission operation is
propa‘ne and natural gas purchases in the event of the subsidiaries’ subject to regulation by the FERC.
default; The liabilities for these purchases are recorded in the Delaware. On September 1, 2006, the Delaware diviston filed
Consolidated Financial Statements. The aggregate amount its annual Gas Sales Service Rates ("GSR") application that was
guaranteed a‘r December 31, 2006 totaled $21.4 million, with effective for service rendered on and after November 1, 2006

. the guarantees expiring on various dates in 2007. ) with the Delaware Publlc Service Commission (" Delaware

In addition to the corporate guaramees,. the Company has PSC"). On, October 3, 2006, the Delaware PSC approved the

issued a letter of credit to its primary insurance company for GSR charges, subject 1o full evidentiary hearings and a final o
$775,000, which expires on May 31, 2007. The letter of credit is decision. The Délaware division expects'a final decision during
provided as security for claims amounts to satisfy the deductibles the first half of 2007.
on the Company’s policies. The current letter of credit was . On September 2, 2005, the Delaware drvrsron frled an
renewed durihg the second quarter of 2006 when the insurance application with the Delaware PSC requesting approval of an
policies were renewed. alternative rate design and rate structure in prder to provide

natural gas service 1o prospective customers in eastern Sussex
County. While Chesapeake does provide natural gas service tc')'!
residents and businesses in portions of Sussex County, under

the Company's current tariff, natural gas distribution lines have
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not been extended to a large portion of the State of Delaware's
recently targeted growth areas in eastern Sussex County. In April
2002, Governar Ruth Ann I\/Iinne_r'established the Delaware
Energy Task Force (“Task Force"),"\yhose'mission was 1o
address the State of Delaware's long-term and short-term energy
challenges. In September 2003, the Task Force issued its final.
report to the Governor that included a strategy related to enhancing
the availability of natural gas within the State by evaluating possible
incentives for expanding residential and commercial natural gas
service,,Chesapeaké_believes its current proposal to implement

a rate design that will enable the Company to provide natural
gas as a viable energy choice to a broad number of prospective
customers within eastern Sussex County is consistent with
the Task Force recommendation. While the Company cannot
predrct the outcome of its application at this time, the Company
antrcmates a final decision from the Delaware PSC regarding its
application in 2007. ‘

.On October 16 20086, the Delaware division frled an application
~ with the Delaware PSC requesting approval for the issuance of
up to $40,000,000 of common stock and/or debt securities as
contained in the shelf registration statement filed with the SEC
in July 2006. The Delaware PSC granted-approval of the issuance
at its regularly scheduled meeting on October 31, 2008.

On November 1, 2006, the Delaware division filed with the
Delaware PSC its annual Environmental Rider ("ER") rate
application-to become effective for service rendered on and after
December 1, 2006. The Delaware PSC granted approval of the
ER rate at its regularly scheduled meeting on Novermnber 21, 2006,
subject to full evidentiary hearings and a final decision. The
Delaware PSC granted final approval of the ER rate at its
regularly scheduled meeting on January 23, 2007.

On November 8, 2006, the Delaware division filed two
applicaiions with the Delaware PSC requesting approval for a
Town of I\/lrllsboro Franchise Fee erer and a Town of Georgetown
Franchise Fee Rider. These Riders will allow the Delaware division
o charge all respectrve natural gas customers within town limits
. the franchise fee paid by the Delaware’ drvrsron to the Towns of
Millsboro and Geargetown as 3 condrtron (e} provrdrng natural gas
service. The Delaware PSC granted approval of both of the Riders
Catits regularly scheduled meeting on January 23, 2007.

On December 14, 2006, the Delaware division filed an application
with the Delaware PSC reguesting approval 0 change its base
- delivery service rates in order to recover a 1 milf i increase in the
assessment factor, which had been approved by the state
legislature. The Delaware PSC granted approval of the application
at its regularly scheduled meeting on December-19, 2006.

Maryland. On May 1 2006, the Maryland division filed a base
rate application with the Maryland Public Service Commission
{*Maryland PSC") requestrng an overall increase in base rates of
approximately $1,137,000 annually, based on a proposed overall
rate of return of 9.7 percent and a return on equity of 11.5
percent. On September 26, 2006, the Maryland PSC approved a
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base rate increase of approximately $780,000 annually, based on
an overall rate of return of 9.03 percent and-a return on equity of
10.75 percent, This increase will result in an average increase in
revenues of approximately 4.5 percent for the Maryland-division'si

“firm residential, commercial and industrial customers. The PSC

also approved the Company’s proposal to implement a revenue
normalization mechanism for its residential heating and smaller

commercial heating custemers, reducing the Company’s risk'due -

to weather and usage changes.

On December 14, 2006, the Maryland PSC held an evrdentrar\/
hearing to determine the reasonableness of the Maryland
division's four quarterly gas cost recovery filings during the
twelve months ended September 30, 2006. On December 15,
2006, the Hearing Examiner issued proposed findings appreving -
the quarterly gas cost recovery rates as filed by the Marylancl _

~division, pérmitting complete recovery of its purchased gas costs |

for the period under review. No appeals or written exceptions.to
the proposed findings were made and a final order approving the
quarterly gas cost recovery rates as filed was issued by the
Maryland PSC cn January 17, 2007. .

Florida. On March 22, 2008, the Florida division filed & petition !
with the Florida Public Service Commission (“Florida PSC") V

seekrng approval of special contracts to provide Delivery Point
.Operator (“DPO") services. Under the proposed contracts,

the DPO services would be provided to an affiliate company,” -

" Peninsula Energy Services Company, Inc. The Florida PSC
approved the petition on July 7, 2006, ordering that the special . -
| contracts be effective June 20, 2006.

* On May 16, 2005, the Florida division filed a request with the
Florida PSC for approval of a Special Contract with the Department”
of Management Services, an agency of the State of Florida, for
service to the Washington Correction Institution {"WCI"). The
Florida PSC approved the Company’s request on July 19, 2005, [
and service to the existing WC| facility began in February 2006.
W(CI is located in Washington County in the Florida panhandle and ™
is the thirteenth county served by the Company s Florida drvrsron

On September 2, 2005, the Florida division frled a petmon fora.
Declaratory Statement with the Florida PSC for a determination
that Peninsula Pipeline Company, Inc. {"PPC’ "), a wholly owned
subsidiary of the Company, dualifies as a natural gas transmission
company under the Natural Gas Transmission Pipeline Intrastate
Regulatory Act. The Florida PSC appro'ved'_thi's Petition at its
December 20, 2005 agenda conference, and a final order was

“issued on January 9, 2006. The determination that PPC qualifies

as a natural gas transmission company provides oppartunities for
investment by PPC to provide natural gas transmission service"_ro
industrial custorners in Florida by an intrastate pipeline.

On September 15, 2008, the Florida division filed a petition
with the Florida PSC for approval of its Energy Conservation
Cost Recovery Factors for the year 2007. Approved on
Novernber 30th by the Florida PSC, the new factors went

into effect on January 1, 2007.
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On October 10, 2006, the Florida division filed a petition with
the Florida PSC for authority to implement phase two of its
experimental transitional transpgrtetion service ("TTS") pilot
program, and for approval of a new tariff to reflect the division’s
t_ransportetion service environment. When approved, the
implernentation of phase two of the TTS program for residential
and certain small commercial consurners will expand the number
of pool managers from one to twe, and increase the gas supply
pricing options available to these consumers. A decision is
expected from the Florida PSC in March 2007.

On Novernber 29, 2008, the Flarida division filed a petition with
the Florida PSC for authority to madify its energy conservation
programs. in this petition, the Florida division is seeking approval
to increase the cae’h allowances paid within the Residential
Homebuilder Program and the Residential Appliance Replacement
Program, and to expand the scope of the Residential Water
_cook|_ng and clothes drymg apphances A declsmn is expected
from the Fiorida £SC in March 2007.

Eastern Shore. During October 2002, Eastern Shore filed for
recovery of gas supply realignment costs, which totaled $196,000
{including interest), associated with the implementation of FERC
Order Ne, 636. At that time, the FERC deferred review of the filing
pending settlement of a related matter concerning another
transmission company. Upon resolution of the issue with the other
transmission company, Eastern Shore resubmitted its filing to
the FERC, requesting authorization to recover a total of $223,000
{including interest) of gas supply realignment costs. FERC
approved Eastern Shore's filing by ietter order dated July 14, 2006.

System Expansion 2006-2008. On January 20, 2006, Eastern
Shore filed an application for a Certificate of Public Convenience
and.Necessity for it 2008-2008 systern expansion project (the
*2006-2008 Project”) with the FERC. The application requested
authority to construct and operate approximately 55 miles of
new pipeline facilities and two new metering and regulating
station facilities 10 provide an additional 47,350 dekatherms per
day (*du/d") of firm transportation service in gccordance with the
phased-in customer requests of 26,200 dt/d in 2006, 10,300.dt/d

“in 2007, and 10,850 dt/d in 2008, at a total estimated cost of
approximately $33.6 million. The following table provides a
breakdown far the additional amounts of firm capacity per day,
ihe estimated capital investment required, and the estitnated
become effectlve November 15t for each of the respectlve
years of the project:

Year
Services implemented November1 2006 2007 2008
Additional firm ' S
capacity per day 26,200 10,300 10,850
Capital investment $17 million  $8 million  $8 millicn

Annualized gross
margln contrlbutlcn $3 670, 000 $1,484,000 $1,585,000 -

A Scoplng Meetlng was held on March 29 2006 at which the
public and all other interested stakenglde_rs were invited to attend
to review the project. No opposition 1o the project was received.
On June 13, 2008, the FERC issued a Certificate to Eastern Shore
authorizing it to construct and operate the 20062008 Project as
proposed. Eastern Shore has completed and placed in service the
authorized Phase | faciiities. Phase |l and Phase |ll facilities are
expected to be constructed in 2007 and 2008, respectively.

Bay Crossing Project. On May 31, 2006, Eastern Shore
entered into Precedent Agreements with Delmarva Power &
Light Company {"Delmarva®) and Chesapeake, through its
Delaware and 'Maryland Divisions to provide additional firm
transportation services upon completlon of its latest proposed
pipeline project.

Under the Bay Crossing PrOJect Eastern Shore has proposed
to develop, construct and operate approxm@tely 63 miles of
new pipeline facilities that would transport natural gas from
Calvert County, Maryland, crossing under the Chesapeake Bay
into Dorchester and Caroline‘Countiee, Maryland, to points on
the Delmarva Peninsula where such facilities would interconnetct
with its existing facilities in Sussex County, Delaware.

Chesapeake and Delmarva are currently parties 1o existing
firm natural gas transportation service agreements with Eastern
Shofe and each desires firm transportation services under the
Bay Crossing Project, as evidenced by the May 31 Precedent .
Agreements, Pursuant to these Precedent Agreements, the

_ parties have agreed to proceed with the required initiatives to

obtain the governmental and regulatory authorizations that are
necessary for Eastern Shore to provide, and for Chesapeake and
Delmarva ta utilize, such firm transportatlon services under the
Bay Crossing Project.

Buring the negotiations of the Precedent Agreements; Eastern
Shore and each of the participating customere entered into Letter
Agreements which provide that, in the event that the Bay Crossing
Preject is not certified and placed in service, the participating
customers wilt each pay their proportionate share of certain p_re-
certification costs by means of a negotiated surcharge of up to
$2 miltion, over a period of no less tnan 20 years.
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In connection with the Bay Crossing Project, on June 27, 2008
Eastern Shore submitted a petition to the FERC for approval of the
uncontested Settlemem Agreement, The Settlement Agreement
provides Eastern Shore and all custorners utilizing Eastern Shore's
system with benefits, including but not limited to the following:

(1) advancement of a necessary mfrastructure project to meet
the grawing demand for natural gas on the Delmarva. Peninsula;
{2} sharing of project de\{elopment costs by the.participating.
customers in the b‘roje‘(:t"and (3) no developmen't cast risk for
non-participating customers On August 1, 2006, the FERC
. granted approval of the uncontested Settlement Agreement. On
September 6, 2006, Eastern Shore submittéd to FERC proposed
tariff sheets to implement the provisions of the above-referenced
Settlement Agreement. By Letter Crder dated October 6, 2006,
the FERC accepted the tariff sheets effective September 7,
2006. Eastern Shore anticipates entering into a. -pre-filing process
, at the FERC during the first half of 2007 with the ultimate goal. .
of obtalnlng FERC appraval 1o construct the Proposed Project. "
Eastern Shore will alsoc be requrred to cbtain permits from ..
other federal, state and local agencies prior to proceeding with. ..
construction. It is not until the Company obtains the appropriate
approvals-and permits that a majority of the total estlmated cost
of $93 million for the Bay Crassing PFO]eCt IS estlmated to be spent
This estimated cost will depend upon the final size and route of the
pipeline, as well as construction materials, and labor costs.

Rate Matters. On September 18, 2006 Eastern Shore, submrtted
its Annual Charge Adjustment (“ACA"} compliance filing to reflect
the most current ACA surcharge rate as established by the FERC.
The compliance filing wés accepted by the FERC and the revised
ACA surcharge rate became effective on October 1, 2006. ;

On October 31, 20086, Eastern Shore filed a Section 4 base

rate. proceedmg in complrance with Article X of the Stipulation &
Agreement approved in its prior base rate proceeding in Docket
No. RPQ2- 34 000. Eastern Shore's filed rates,.proposed to be
effectrve November 1, 2006, reflect an annual increase of
$5, 589 000 over its current rates. The proposed rate.increase
reflects i increases in operating and maintenance expenses,
depreciation expense, taxes other than income taxes, and return
“on new gas.plant_fepilities that are expected to be placed into
service before March 31, 2007. Eastern Shore proposed a return '
on equity of 14.875 percent utilizing a capital structure of 39 ‘
“percent debt and 61 percent equity.
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On November 30, 2008, the FERC issued its Order Accepting

and Suspending Tariff Sheets Subject to Refund and Establishing -

of Eastern Shore’s rate increase until May 1, 2007, subject to
refund and the outcome of the hearing established in the order.

. On December 5,-2006, the FERC's Chief Judge issued an order :

stating this proceeding is subject to a Track Three procedurat
schedule. Track Three'denctes an exceptionally complex case and
provides for a total of 63 weeks within which a formal hearing
will be conducted and an Initial Decision:issued. The Chief "

_Judge’s order also designated the Presiding Administrative Law
- Judge ("ALJ"). ' B
On December 19, 2006, the ALJ issued an DOrder Establrshfng .

Procedural Schedule as agreed upon by the participants and
the Judge at a pre-hearing conference held that same day. The

. procedural schedule specifies that an Initial Decision shall be

issued on February 19, 2008, The ALJ also strongly encouraged

- the participants in this proceeding to pursue a negotiated

settlement through the Commission’s settlement process,
thus eliminating the need for a formal hearing.

ENVIRONMENTAL MATTERS
The Company continugs to work with federal and state
environmental agencies to assess the environmental impact and

explore corractive action at three environmental sites (see Note

M to the Consolidated Financial Statements}. The Company
believes that future costs associated with these sites will be
recoverable in rates or through shanng arrangemems with, or -
contnbutlons by, other responsible parties. :

MARKET RISK
Market risk represents the potential loss arising from adverse

changes in market rates and prices. Long-term debt is subject .
" to potential losses based on the change in interest rates, The
Company’s long-term debt consists of senior notes and convertible -

debentures {see Note'H to the Consolidated Financial Statements
for annual maturities of consolidated long-term debt). All of
Chesapeake's long-term dabt is fixed-rate debt. The carrying valug
of the Company’s long-term debt, including current maturities, was

- 8 Hearing. The FERC accepted-and sdspended the effectiveness -

4

$78.7 milion at December 31; 2006 as compared to a fair value of - : .

$81.4 million, based mainly on current market prices or discounted
cash flows using current rates for similar issues with similar terms

‘and remaining maturities: The Company evaluates whether to

refinance existing debt or permanently finance existing short-term
borrowing based in part on the fluctuation in interest rates. ~ -




The Company's propane distribution business is expesed to
market risk as a result of propane storage activities and entering
into fixed price contracts for supply. The Company can store up to
approximately four miliion gallons of propane {including leased
storage and rail cars} during the winter season to meet its
customers’ peak requirements and to serve metered customers.
Decreases in the wholesalé price of propane may cause the value
of stored propane to decline. To mitigate the impact of price
fluctuations, the Company has adopied a Risk Management Palicy
that allows the propane distribution operation to enter into fair
value hedges of its inventory. At December 31, 2008, the propane
distribution operation had entered into a swap agreement to
protect the Company from the impact of price increases on
our price-cap plan that we offer to customers. The Company
considers this agreement to be an economic hedge and does not
qualify for hedge accounting as described in SFAS 133. At the
end of the period, the market price of propane dropped below
the unit price within the swap agreement. As a result of the
price drop, the Company marked the agreement to market,
which resulted in an unrealized loss of $84,000.

The propane wholesale marketing operation is a party to

“natural gas liquids (“NGL") forward contracts, primarily propane
contracts, with various third parties. These contracts require that
the propane wholesale marketing operation purchase or sell
NGL at a fixed price at fixed future dates. At expiration, the
contracts are settled by the delivery of NGL to the Company or

Quantity

the counterparty or booking out the transaction (booking out is a
procedure for financially settling a contract in lieu of the physical
delivery of energy). The propane wholesale marketing operation
also enters into futures contracts that are traded on the New York
Mercantile Exchange. In certain cases, the futures contracts are
settled by the payment of a net amount equal to the difference

between the current market price of the futures contract and the- -

original contract price. .

The forward and futures contracts are entered into for trading
and wholesale marketing purposes. The propane wholesale
marketing oberation is subject to commodity price risk on its,
open positions to the extent that market prices for NGL deviate
from fixéd contract settlement amounts. Market risk associated
with the trading of futurés and forward contracts are monitored
daily for compliance with Chesapeake’s Risk Management Policy,
which includes volumetric limits for open positions. To manage
exposures to changing market prices, open positions are marked
up or down to market prices and reviewed by oversight officials .
on a daily basis. Additionally, the Risk Management Committee
reviews periodic reports on market and credit risk, approves any
exceptions to the Risk Management Policy (within the limits
established by the Board of Directors) and autharizes the use
of any new types of contracts. Quantitative information on the
forward and futures contracts at December 31, 2006 and 2005
is shown in the following charts.

v

Estimated Weighted Average

At December 31, 2006 in gallons Contract Prices
Forward Contracts T 34
Sale . 4132797.000;
Purchase ~:131733.800"

Estimated market prices and weighted average contract prices are in dollars per gallon.

All contracts expire in 2007.

Quantity Estimated Weighted Average
At December 31, 2005 in gallons Market Prices Contract Prices
Forward Contracts
Sale 20,794,200 $1.0350—51.1013 $1.0718
Purchase 20,202,000 © $1.0100—%1.0450

$1.0703

Estimated market prices and weighted average contract prices are in dollars per gallon.

All contracts expired in 20086.
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The Company’s natural gas distribution and marketing operations
have entered into'agreements with natural gas suppliers to

’ gl_em_retlyes in §F/5$ l\lg. 13§ or are cons!_dered no_rma_l purch_ases
and sales” under SFAS No. 438 and are not marked to market.

© COMPETITION
- The Company's natural gas operations compete with other
forms of energy inoluding‘elegtriolty, qil and propane. The
principal comp_etitive factors are price, and to a lesser extent,
aCCESS|bl|Ity The Companys natural gas, distribution operatrons
capacny to use fuel 0|I as an alternatlve to natural gas When oil
prrces decllne these interruptible customers convert to oil to
satlsfy their. fuel requirements. Lower leyels in interruptible sales
occur when oil prices are lower relative ta the price of natural
gas. ail pnces as well as the pnces of electncrty and other
fuels are sub;ect to quctuatlon for a variety of reasons;
theretore; fU“Jf‘.% competitive conditions are not predictable.

To address this uncertainty, the Company-uses flexible pricing
arrangements on both the supply and sales side of this business
to rnaximize sales volumes. As a result of the transmission
business’ conversion to open access and the Florida division's
restructunng of its services, their busingsses have shifted from
providing competitive sales service to providing transportation-
and contract storage services, ' i

The Company 5 natural gas dlstnbutlon gperations located in

Delaware, Maryland and Fiorida offer transportation services to -
certain commercial and industrial customers. In 2002, the Florida
operation exiended transponation service to residential customers.
With transportation seivice available on the _Company’s distribution
systems, the Company is compettng with third-party suppliers
to gell gas to industrial customers. As it relates to transportation
services, the Company s competitors rnclude the interstate
trangmission company if the distribution customer is located

close enough to the transmission company's pineline to make a
connection-economically feasible The oustomers at risk are

the f.t.nsnssl reeesrsss s.n.d. caeabtlt.v t.e.bvpass the distribution
operations in this manner. In certain situations, the distribution
operations may adjust services and rates for these eustomers to
rétain their business. The Company expects to continue to expand
the availability of iransportation service to additional clagses of
distribution custorners in the future. The Company established a
natural gas sales and supply operatlon in Florida to compete for
cusiomers eligible for transportation sewrces The Company also
_provides sales service in Delaware.
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several other propane dlstnbutors in thelr ser\noe terrltones
pnmanly on the bas:s of service and pnce emphasizing reliability of
service and responsiveness. Competition is genesally from local
outtets of natignal distribution qo_rnpanies and local businesses,
because distributors located in close proximity to customers incur
lower costs of providing service. Propane competes with electricity

- 8s an energy source, because it is typlcally less expensive than

electricity, based an equivalent BTU value. Propane also cornpetes
with home heatrng ail as an energy source. Since natural gas has .
historically been less expensive than propane, propane i is generally
not distributed in geographic areas serviced by natural gas pipeling
or distribution syst.em_s. A L

The propaneg yyholesale marketing opgration competes against
various marketers, many of which have significantly greater
resources and are able to obtain price o volumetric advantages.

The advanced information services business faces significant
competition from a number of larger competitors having
substantially greater resources available to them than does the
Company. In addition. changes in the advanced information
services busingss arg OCCUrring rapidly, which could adversely
impact the markets for the products and serwces offered by
these businesses. This segment competes on the basis of
technological expertise, reputation and price.

INFLATION

Inflation atfects the cost of labor, products and services
required for operation, maintenance and capita! improvernents.
While the impagt of inflation hag remained low in recent ygars,
natural gas and propane prices are subject to rapid fluctuations.
Fluctuations in natural gas prices are passed on to customers .
through the gas cost recovery mechanlsm in the Company s ‘
tariffs. To help cope with the effects of inflation on its capital
investments and returns, the Company seeks rate relief from -
regulatory commissions for regulated operations while monitoring
the returns of i{s unregulated busmess operatlons To compensate
for fluctuations in propaneg gas prices, Chesapeake adjusts its
propane selling prices to the extent allowed'by the market,




CAUTIONARY STATEMENT

Chesapeake has made $tatémeénts in this réport that are
considéred to bé forward-tooking statémerits, Thes statérents
at& not rattérs of historical fact. Sométiimies they contain woids

woh

such as “believes;,” "expécts,” "intends,” “plans,” “will” of
“fay,” and other similar words of & predictive naturé: These
Statements felaté to Matters such as customer growth, changés
in réveénueés of gross margin; capital éxpenditures; environmenial
remédiation costs, reguldtory approvals; farkét fisks associated
with thé Corfipany’s propane wholésalé marketing operation,
compétition, ifflation and othér matters, It is important to
understand that thése forward:looking statémients aré not
guarantées but are subjéct to certain risks and Uncertainties and
6thér i'mpc'j'riaht fécto’rs 'that éou'ld ea'use ai:tu'al rééhlts 10 diffef
fattors inclioe, among other ‘rhrngs
¢t temperature sensitivity of the natural gas and
propane busrnesses
i the &ffeét of spot forward and futures market prices
on thé Company $ distribution, wholesalé markating
and énergy tradrng businesses;
¢ amaiint and avarlabllrty of hatiiral gas and propane
supplies and the access 6 mterstate pipeiines’
transportatlon and Storage capacity;
¢ the effects of natural gas and propané corimodity
price changes may afigct the operatnng Costs and
competmve posmons of Gur hatural gas and propané
distribition operatrons
s the effects of competrtron on the Company's
unregulated and regulated biisingsses;
s the &ffect of changes i fedaral; staté or local reguilatory
and tax requrrements mcludrng dereguilation;
* the effect of changes in technology on the
Company s advaniced inforination sérvices segment:
. the sfiects of crédit risk and crédit requrrements on
ihe Companys ENérgy marketrng Subsidiafies;
s the efféct of accountrng changes
é ihe Hect of changes in bengfit plan asstmptions;
s the e_ffect of corhpliance with envirohmental regulations
& thé femediation of envirdnitienital darmage;
* ihg effécts of general ecthommic conditions and including
. IRtBFBEL Fates on the Company and its clstomers;
+ the ability of the Company’s néw and plannied facilities
and acguisitions to generate expactad revenues;
¢ the Cormpariy's abrlrty t5 Gbtdin the rate réligf and cost
recovery requested from Gtility regulators and the
trmrng of the requested reguiatory actions; and
* the Company s abrl:ty to obtdin i necessary approvils
and perrinits by régulatory agéncies ofi a timély basis:
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Management’s Report on Internal Control Over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over financial reparting, as such term is
defined in Exchange Act Rules 13a-15(f). A company’s internal control over financial reporting is a process designed t¢ provide
reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company's internal control over financial reporting includes those policies
and procedures that {i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions
and dispositions of the assets of the company; {it} provide reasonable assurance that transactions are recorded 85 necessary 1o permit
preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and expenditures of
the company are being made only in accordance with authorizations of management and directors of the company; and {iii} provide
reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets
that could have a material effect on the financial statements.

Under the supervision and with the participation of management, including the principal executive officer and principal financial
officer, Chesapeake's management conducted an evaluation of the effectiveness of its internal control over financial reporting based
on the criteria established in a report entitled “Internal Control—Integrated Framework” issued by the Committee of Sponsoring
Organizations of the Treadway Commission, Because of its inherent limitations, internal control over financial reporting may not
prevent or deiect misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures
may deteriorate. Chesapeake's management has evaluated and concluded that Chesapeake's internal control over financial reporting
was effective as of December 31, 2006. ‘

Management's assessment of the effectiveness of Chesapeake’s internal control over financial reporting as of December 31, 2006
has been audited by PricewaterhouseCoopers LLP, an independent registered public accounting firm, as stated in their report which is
included herein.
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Report of Independent Registered Public Accounting Firm »

To the Board of Directors and Stockholders
of Chesapeake Utilities Corporation

Woe have completed integrated audits of Chesapeake Utilities Corporation’s consolidated financial statementis and of its internal control
over financial reporting as of December 31, 2006, in accordance with the standards of the Public Company Accountmg Oversight Board
{United States}). Our opinions, based on our audits, are presented below.

Consolidated financial statements and financial statement schedule

In our opinion, the accempanying consolidated balance sheets and the related consolidated statements of income, cash flows,
stackholders” equity, other comprehensive income and income taxes present fairly, in all material respects, the financial position of
Chesapeake Utilities Corporation and its subsidiaries at December 31, 2006 and 2005, and the results of their operations and their
cash flows for each of the three years in the period ended December 31, 2008. in conformity with accounting principles generally
accepted in the United States of America. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits of these statements
in accordance with the standards of the Public Company Accounting Oversight Board {United States). Those standards require’ that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement.
An audit of financial statements includes examining, on a test basis, evidence supporting the amounts and disclosures in the {financial
statements, assessing the accounting principles used and significant estimates made by management, and evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion. .

As discussed in Note K to the consalidated financial statements, the Company changed the manner in which it accounts for defined
benefit pension and other postretirement plans, effective December 31, 2006.

internal control over financial reporting

Also, in our opinion, management's assessment, included in Management's Report on Internal Control Over Financial Reporting, that the
Company maintained effective internal control over financial reporting as of December 31, 2006, based on criteria established in Internal
Control - integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSQ), is fairly
stated, in all material respects, based on those criteria. Furthermore, in our opinion, the Company maintained, in all material respects,
effective internal control over financial reporting as of December 31, 2008, based on criteria established in Internal Control - Integrated
Framework issued by the COSO. The Company’s management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express opinions
on management’s assessment and on the effectiveness of the Campany's internal control over financial reporting based on our audit.
We conducted our audit of internal control over financial reporting in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about -
whether effective internal control over financial reporting was maintained in all material respects. An audit of internal control over fmancna|
reporting includes abtaining an understanding of internal control over financial reporting, evaluating management’s assessment, testing
and evaluating the design and operating effectiveness of internal control, and performing such other procedures as we censider necessary
in the circumstances. We believe that cur audit provides a reasconable basis for cur opinions.

A company’s internal control aver financial reporting is a process designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements. for external purposes in accordance with generally accepted accounting
principles. A company’s internal control over financial reporting includes those policies and procedures that {i} pertain to the maintenance
of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; {ii)
provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance
with authorizations of management and directors of the company; and {iii} provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, ar disposition of the company’s assets that could have a material effect on the
financial statements.

Because of its inherent limitations, internal control over financial reperting may not prevent or detect misstaiements. Also, projections
of any evaluation of effectiveness to future periods are ‘subject to the risk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

PricewaterhouseCocpers LLP
Boston, MA
March 13, 2007
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Consolidated Stateieiits of [ncome

For the Years Ended Décefriber31, .

L2006

ey

The acompanying nétés aré an integral part 6f the finandial statéments.
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2004 -

1

Operating Révenues szzg 629,736 . $177,058,441
Operatmg Expenses o .
Cost of sales; éxcluding costs beléw - : 153,5_14;739 109,626,3?7
Operauons - 40,181,648 35,146,596
Maintefrance , 1,818,981 1,618,774 .
Dépréciation arid aifartization 7668209.. 7257538 |
. .Other taxes e e e e . ] ...5015660 4436411
Towl opoiatiig expenses ) . _208.099,237 157,985,695
© Opeérating Iicome . | 21,530,499 19,969,746
_Other.iféoiné net of othar expenses ' 382,626 549,156
Interestchaiges _ . . .~ . . 5133495 5,268,145
- Income Before Income Taxes 16,779,630 15,250,757
Income taxés . . . _ . 6312016, 5701090 °
Net incoine from Contlnumg Operatlons 10,467,614 9,549,667
Loss frém discontinued opérations; nét of ' i o
. tex bénefit 61 $0, $0 aRd $59.751 . e = .....1120,900)
Netlagome . . ... . . ... . o 1 5104676145 9478767
,Earnmgs Per Share of Comimon Stock: L
Basm s o . |
Fiom contmumg operatlons ‘ $1.79 $1:66
 Féorm dlscontlnued aperations - o . = {0.02)
 Nétidcome ... o $1.79 $1:64
“Dilited ‘ ' 7 \
From contmumg operatlons ' $1.77 $1.64
R N . . e = (0.02)
Netingome el - $1.77 .. ... 8162




Consolidated Statéemeénts of Cash Flows

For thé Yeais Ended Décemibeér31,

Opérating Activities
Net Income
Adjustments to réconcile nét incomié to et opéfating cash!

L2005 .

2004

$ 10,467,614

$ 9,478,767

Dépreciation and-amortization 7,568,209 7,257.538
Dépreciation and accretion included in other cdsts 2,705,620 2,611,779
Deferred incomeé taxes; nat 1,610,717 4,559,207
Urréatized gain {loss) on éominadity ¢ontracts {227,193) 353,183
Uhrealizéd los3 on investiments {56,650} {43,256
Employéé benefits and compénsation 1,621,607 1,536,586
Other, hét (62:692) 67,079
Changes in aséts and liabilities: :
Sale (purchasé) of investrerits {1,242,563) 43,354
Acéounts réceivable and accilied réveniue (16,831,751) {11,723,505)
Propané inventory, storage gas and other invéntory (5,704,040) {1,741,941)
Régulatory assets (1,719,184) 428,516
Prepaid expenses and 6ther cufrent asséts 36,704 {221,137
Other deférred charges {102,561 {168,898}
Long-téert recéivables 247,600 428,964
Acéouiits payabié and other aceruéd iiabilities 16,569,924 9,731,360
licomé taxes écaivabié (payablé) (2,006,762 {229,237
Actrued interést (42,376) {51,272)
Customeér deposits and refunds 462,781 665,549
Accruéd comipensation 875,342 (784,194)
Regiilatory liabilitié3 144,501 (191,266)
~___Otheér liabilities o o 385034 BHI77
N&t cash provided by operatlng activities . 13,599,941 _ _ 22,003;153
investing Activities : :
Property, plant 8nd eguipment expendituiés (33,319,613} {16,435,938)
Salé of irfvestments 3 135,170
Salé of discontinuéd operations — 415,707
_ Enviignmenital fecoveiiés fexpenditures), ... . 240336 . 369,719
N&t ¢ash Used by investirg activities _ _ . . _ (33070270 __ (i 5 515.342)
Financing Activities ' )
Commicn stock dividénds (5,789,180) {5,560,535)
Issuance of stock for Dividsrid Reinvestrént Plan 458,757 200,551
Stéek isguance : = =
Cash settlement of warrants e =
Change in cash overdrafts dué 6 outstanding chéeks §74,083 {143,720}
Nét boitowing {répayment) undér liné of crédit agreémants 29,606,400 1,184,742
Procesds from isslarice of Iong -term débt == ==
_ Repayrment of iong-térm debt i _ {4,794.827) _ (3.665,689)

Nét cash provided (used) by finanting actvines

Net Increase (Decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents=Beéginning of Period,

875,897
611761

(1,496,740)
3 108;__591

Cash and Cash Eqiiivalents=End of Peried___

O S S et oo

. $ 2487658 8

Siipplérental Disclosires of Noin-Cash Invésting Activities:
Capital property arid equipmerit acqmred 0n account;
but 6t paid a5 of Decémber 31
Siipplerental Disclosiire 6f Cash Flow Information:
Cash paid fér intérest
Cash paid for income taxes

Thé accoiipanying notes aré an intégral pirt 6f the finandial statémaents.

£ 1,367,348

§ 5,052,013

$ 6,342,476

$ 1,678,724

$ 5,280,299
$ 1,977,223
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Consolidated Balancé Sheet;

At December 31,

ASSETS

Property, Plant and Equipment

Natural gas distribution and transmission $220,685,461
Propane ' 41,663,810
Advanced information services 1,221,177
Other plant - 500 9,275,729
Total property, plant and equipment " 324.005,936 272,746,177
Less: Accumulated depreciation and amortization - (85,010,472)] {78,840,413)
Plus: Construction work in progress B 101,829,948 7,598,531
Net property, plant and equipment 240,825,412 - 201,504,295
Investments s ! ' 1,685,635
b
Current Assets _ .
‘Cash and cash equivalents o 2,487,658
Accounts receivable (less allowance for uncollectible .

"accounts of $661,597 and $861,378, respectively) 54,284,011
Accrued revenue = 4,716,383
Fropane inventory, at average cost E« _7;;0375_‘3 6,332,956
Other inventory, at average cost § '1._5§4.937 ‘ 1,638,936
Regulatory assets . 1,275,653 4,434,828
Storage gas prepayments E{x 7.393.:3354 8,628,179
Income taxes receivable . 1,078,882 2,725,840
Deferred income taxes 13:65316: —_
Prepaid expenses ff' " 2,280,900 2,021,164
Other current assets . . 1,553,284 1,596,797

Total current assets 77,41 ' 88,766,752

Deferred Charges and Other Assets L

. Goodwill 674,451
Other intangible assets, net 205,683
Long-term receivables 24; . 961,434
Other regulatory assets _ - 1,765088) 1,178,232
Other deferred charges . F. .1,215,004; 1,003,393

Total deferred charges and other assets. [t 4670754 4,023,193

: o
Total Assets |:$324.993,984 § $295,979,875

The accompanying notes are an integral part of the financial statements.
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At December 31,

CAPITALIZATION AND LIABILITIES

Capitalization
Stockholders’ equity
Common Stock, par value $0.4867 per share
{authorized 12,000,000 shares) (1)

$ 2,863,212

Additional paid-in capital 39,619,849
Retained earnings 42,854,894
Accumulated other comprehensive income (578,151}
Deferred compensation obligation 794,635
Treasury stock (797156)
Total stockholders’ equity 84,757.183
~ Long-term debt, net of current maturities 58,990,363
Total capitalization 143747548
Cumrent Liabilities
Current partion of long-term debt - 4,929,091
Short-term borrowing 36,482,241
Accounts payable 45,645,228
Customer deposits and refunds 5,140,999
Accrued interest 558,719
Dividends payable 1,676,398
Deferred income taxes 1,150,828 '
Accrued compensation 3,793,244
Regulatory liabilities 550,546
Other accrued liabilities 3,560,055
Total current liabilities 102,487,349
Deferred Credits and Other Liabilities
Deferred income taxes 24,248,624
Deferred investment tax credits . 367085 -
Other regulatory habilities 2,008,779
Environmental liabilities 352,504
Accrued pension costs 3,099,882
Accrued asset rermoval cost 16,727268°
Other liabilities _ " 2,940,838
Total deferred credits and other liabilities 49,744,980
Other Commitments and Contingencies (Note N}
Total Capitalization and Liabilities $295,979,875

{1} Shares issued were 6,688,034 and 5,883,009 for 2006 and 2005, respectively. Shares outstanding were 6,688,084 and 5,883,002 for 2006 and

2005, respectively.

The accomparnying notes are an integral part of the financial statements.
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- Consolidated Staterments of Stockholders® Equity ‘

For the Years Ended Dedérmber 31, -
Common Stock
Balance——beglnnmg of year

L2005 .. . 2004

- $ 2,812,538 $ 2,754,748

Dlwdend Relnvestment Plan _2@,038 20 1257
Rétirémiant Savings Plan 10,255 19,088
Cofvérsion of debéntiires _ Ci1.004 - 9,060
Parformance shares ahd dptions éxercised (1) 9, 377 9,547
o SWOCKISSUANCE . . . oo = =

__Balarice=end of year__ __ _ 2 W mz‘-,ééé,zwz_____ _,2 812 538

Addltlonal Paid-in Capltal

Balance—begmnlng of yéar 36,854,717 34,176,361
Dlwdend Remvestment Plan 1,224 874 996 71 5

--Retirémant Savmgs Piaii 682, 829 : 948, 319 ‘
Convrsion of débentures , 373,259 307.940
Performance shares and options exermsed {n 484,170 477,382
Stotck igsianee T =z

- Exéréise warrants, nét of tax ==

_..Bélange==end.of_year

.38, 619 849 36854 717

Rétained Earnings

Balance ==heginiing of year 39@15987 36 (08, 246
Net icome 10.467;614 9,428,767
Cash dlwdends {2) {6:627,807) - (6,403 450)

_Loss on issliance of treasury stock N = i8476)

.. Balance=8nd.of year . .. .. . ___42 854 894 . 39,015;087

Accuiiulatad Othef f:on&pmhéhéiiié lnéome

Baiaicg=beginnirig of year (372460 =
Minimiim pension I|ab|I|ty adpustment fét of tax ] (50;905} {527,246)
__Gaih on furded status of Employee E Beneﬁt Plang; netoftax -~ T == =
_‘Balance:end ofy8ar 15501 ... (578 151) .(527,248)
Déféried Compensatlon Obligation o :
Balance—begmnlng of year 816,044 913 689
New déferréls 130,426 296 790
___Payout of déferred compeénsation . e _ . {151938) (394,435
_Balancé—end of year__ ' e 794,835 ___ __ 816,044
Treasury Stock -
Balance—beglnnlng &f year (1 o8, 696) (913 689)
New déferrals réfated t6 compensation obligation (139 426) (296 790) i
Purchase of tréasiiry stock -{182,292) (344 753) !
L Sale and dlstrlbutlon of treasury stock e 524,258 546,536 . .
_Balance=énd ofyesr o N .. (197.086_____{(1,008.686) =
Totial Stoskhoiders EURY oo oo o FSVITOTIESSH 884757183 $79.082,444

- oyt

(1) Incfudes amounts for shares |ssued for Dlrectors compensanon

*

Consolidated Stateiienits of Comprehenswe Inéoime

Nét incomeé $1 506;” $1 0, 467 614 $ 9 428 76?
Pénsion liability adjustiient, net of tax of - '
_$48.,889; $33:615 atid $347,726; respeciively __

60,805y {527,246)

_ Compiéhansive licoma__ OO 2 $l° 416,709 _ $ 8901521

Thé aééompanying notés aré ai intagral part of thé financial $tatements.
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Consolldated Statements of Income Taxes

For the Years Ended December 31,

C

2005 2004

rrent In
Federal
State
Investment tax credit ad|ustment5 net

icome Tax Expense N _ _
$ 3,687.800 $1.221,155

789,233 618,916
(54.816} (54,816)
Total current income tax expense : B 9l 4422217 7 1.785,255

Deferred Income Tax Expense (1)
Property, plant and equipment
Deferred gas costs .-

Pensions and other employee benefits
Environmental expenditures
- Other

1,380,628 4,230,650 .
1,064,310 283,547
340.987) (49,620
(98,229) . {150,864)
(116923 - (397.878)

Total deferred |ncome tax expense B g o 'i 889 7@9 3M915"8?>u5
Total Income Tax Expense ] oo e T Y. $ 6312 016 $5 701, 090

Reconciliation of E.ffe.vti,ve Income Tax Rates
Federal income tax expense (2)
State incame taxes, net of federal benefit
Qther

Total Income Tax Expense o

~ $ 5,872,871 $5.185,257,
708 192 736,176
'1269,047) - (220,343)

5628 $ 6312016 $5 701 090

Effective income tax rate

... At December 31,
Deferred Income Taxes
Deferred income tax liabilities:
o Property, plant and equipment
© Envionmental costs
Deferred gas costs
Qther

Total deferred income tax lisbilities

$26,795,452

1 664, 252 LT
612, 943

29,072,647

" Deferred income tax assets: S
Pension and other employee benefits

Self insurance o

Environmental costs

Deferred gas costs

Other

“Total deferred income tax assets

2,289,370
575,303
181,734
626,788

5w 3,673,195

Deferred Income Taxes Per Consolldated Balance Sheet %ﬁ $25 399, 452

(1) Includes ${54,000), $146.000 and $386,000 of deferred state income taxes for the years 2006, 2005 and 2004, respectively.
2 Federai income taxes were reeorded at 35% for the years 2008 and 2005 They were recorded at 34% in 2004

2
T

The accompanying notes are an integral part of the financigl statements.
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. TR
Notes to Consolidated Financial Statements

A SUMMARY OF ,
 ACCOUNTING POLICIES

Nature of Business )

Chesapeake Utilities Corporation (“Chesapeake” ar “the
Company”) is engaged in natural gas.distribution to approximately
59,100 customers located in central and southern Delaware,
Maryland’s Eastern Shore and Florida. The Company’s natural gas
transmission subsidiary operates an intrastate pipeline from various
points in Pennsylvania and northern Defaware 1o the Company’s
Delaware and Maryland distribution divisions, as well as other
- utility and industrial customers in Pennsylvanra Delaware and the
Eastern Shore of Marytand. The Companys propane distribution
. and wholesale marketing segment provides distribution service to
approximately 33,300 customers in central and southern Delaware,
the Eastern Shore of Maryland, southeastern Pennsylvania
central Florida and the Eastern Shore of Virginia, and markets
propane to wholesale customers including large independent oil
and petrochemical companuee, resellers and propane distribution
companies in the sohtheastern United Statés. The advanced
information services segment provides domestic and international
" clients with information technology related business services and
soiutions for both enterprise and e-business applications.

Principles-of_ConsdIidation K

The Consolidated Financial Statements include the accounts of
the Company and its wholly owned subsidiaries. The Company
does not have any ownershie interests in investments accounted
for using the equity method of any variable interests in a variable
interest entity. All interc'o‘mpany transactions have been efiminated
in consolidation.

38 Chesapeake Utilities Corporation

System of Accounts . : LI

The natural gas dlstnbutlon divisions of the Company Iocated in-
Delaware, Maryland and Florida are subject to regulation by their )
respective Public Service Commissions with respect to their rates
for service, maintenance of their accounting records and various
other matters. Eastern Shore Natural Gas Company is an open
access pipeline and’is subject to regulation by the Federal Energy
Regulatory Commission {“FERG"). Qur financial statements are
prepared in accordance with generally accepted accounting
principles, which give appropriate recognition to the ratemaking
and‘accounting practices and policies of the various ¢commissions.
The propané, advanced information services and other businees
segments are not subject to regulation with respect to rates or
maintenance of accounting records. :

&

Property, Plant, Eqmpment and Depreciation
Utility and non-utility property is stated at original cost. The costs

~ of repairs and minor replacements are charged against income as

incurred and the costs of major renewals and betterments are
capitalized. Upon retirement or dispoeition of non-utility property,
the gain or loss, net of salvage value, is charged 1o income: Upon
retirement or disposition of utility property, the gain or loss, net
of salvage value, is charged to accumulated depreciation. The
pravision for depreciation is computed using the straight-line
method at rates that amortize the unrecovered cost of
depreciable property over the estimated remaining useful life of
the asset. Depreciation and amortization éxpenses are provided
at an annual rate for each segment. The three-year average rates |
were 3 percent for natural gas distribution and transmission,

5 percent for propane, 11 percent for advanced information |

services and 7 percent for general plant,

P
I
K

e e P
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At December 31,

Plant in service
Mains
Servuces—utllny
Compressor station equipment
Liquefied petroleum gas equipment
Meters and meter installations
Measuring and regulating station equipment
Office furniture and equipment
Transportation equipment
Structures and improvements
Land and land rights
Propane bulk plants and tanks
Various

Total plant in service
Plus construction work in progress
Less accurmulated depreciation

2005  Useful Life (1}
1$113,111,408  24-37 years
29,010,008  14-28 years
23,853,871 28 years
22,162,867  30-39 years
15,165,212  Propane 15-33 years, Natural gas 17-49 years
12,219,964  17-37 years - )
9,672,926  Non-regulated 3- 10 years Regulated 3- 20 years
9,822,272  2-11vyears
9,161,696  5-44 years (2)
5,646,852  Not depreciable, except certain regulated assets
6,097,036 1540 years '
16,922,065  Various
272,746,177
7,698,531
{78,840,413)

Net preperty, plant and eqguipment F$240 825: 412

*1

$201,504,295

{1) Certain immaterial account balances may fall cutside this range.

The regulated operations compute depreciation in accordance with rates approved by either the state Public Service Commission or the FERC.
These rates are based on depreciation studies and may change penodically upon receiving approval from the appropriate regulatory body. The
depreciation rates shown above are based on the remaining useful lives of the assets at the time of the depreciation study, rather than their
ongmal lives. The depreciation rates are composite, straight-line rates applied to the average investment for each class of depreciable property

and are adjusted for anticipated cost of removal less salvage value.

The non-regulated operations compute depreciation using the straight-line method over the estimated useful life of the asset.

(2) Includes buiidings, structuras used in connection with natural gas and propane ogerations, improvements to those facilities and leasehold improvements.
- s .

Cash and Cash Equivalents

The Company's policy is to invest cash in excess of operating
requirements in overnight income producing accounts. Such
amounts are stated at cost, which approximates market value.
Investments with an original maturity of three months or less
when purchased are considered cash equivalants.
Inventones

The Company uses "the average cost method to value propane
and materials and supphes inventory. If the market prices drop
below cost, inventory balances that are subject to price risk are
adjusted to market values.

Regulatory Assets, Liabilities and Expenditures .

The Company accounts for its regulated operations in
accordance with SFAS No. 71, “Accounting for the Effects of
Certain Types of Regulation.” This standard includes accounting
principles for companies whose rates are determined by
independent third-party regulators. When setting rates.
regulators often make decisions, the economics of which’
Tequire companies to defer costs or revenues in different
periods than may be appropriate for unregulated enterprises.
When this situation occurs, the reguiated-utility defers the .
associated costs as assets (regulatory assets} on the ‘balance
sheet, and records them as expense on the income statement
as it collects revenues. Further, regutators can also impose
liabilities upon a company for amounts previcusly collected
from customers, and for recovery of costs that are expected
to be incurred in the future (regulatory ligbilities).
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| g
Notes to Consolidated Financial Statements (Continucd)® ) !
At December 31, 2006 and 20085, the regulated utility operations had recorded the following regulatory assets and liabilities on the >
Balance Sheets. These assets and liabilities will be recognized as revenues and expenses in future periods as they are reflected in ~ * !
customers’ fates. ‘ ' '

At December 31,

Regulatory Assets

Current _ .

Underrecovered purchased gas ¢ costs
Conservation cost recovery

Swing transportation imbalances
PSC Assessment

Flex rate asset

$ 4,016,522

-303,930
454

113,922

Other =
Totalcurent ) 4,434,828
Non:Current , B
Income tax related amounts due from customers 711,961 ‘
Deferred regulatory and other expenses -89,258
Deferred gas supply 15,201
Deferred postretirement benefits 166,739
Environmental regulatory assets and expendltures 195,073
Totalvnon-curren-t ) T -1178232

Total Regulatory Assets ' $ 5,613,060
Regulatory Liabilities

Current .

Self insurance—=current $ 44221
Overrecovered purchased gas costs —
Shared interruptible margins ° 3,039
Operational flow order penalties 7,831

Swing transportatlon |mbalances

| 495,455

Total current

Non-Current

550,546

Self insurancé—long-term 1,383,247
Income tax related amounts due to customers 327,893
Envirgnmental overcollections 297,639
Total nonvcurrent . i 2,008,779
Accrued asset removal cost : 16,727, ?68
Total Regulatory Lisbilites 3] $19.286.503
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Included in the regulatory assets listed above are $133,000 of

which is aceruing interest. Of the rermaining regulatory assets, - - .

$1.4 million will be collected in approximately one to two years,
$310,000 will be collected within approxim:a_t'ely 3 16 10 years,
and $1.4 million are awaiting regulatory approval for recovery, but
once approved are expected to be collected within 12 months.
As required by SFAS No. 71, the Company monitors its
regulatory and competitive environment to determine whether
the recovery of its regulatory assets continues to-be probable. [f
the Cbn":pany were tc determine that recover”y of these assets
is no longer probable, it would write off the assets against
earnings. The Company believes that SFAS No. 71 continues
to apply to its regulated ocperations, and that the recovery of
its re'gjulatory assets is probable.

Goodwill and Other Intangible Assets

The Company accounts for its goodwill and other intangibleé
under SFAS No. 142, *Goodwill and Other Intangible Assets.”
Under SFAS No. 142, goodwill is not amortized, but it is tested
for impairment at teast annually. In addition, goodwill of a
reporting unit is tested for impairment between annual tests if

~an event-occurs or circurmstances change that would more likely

than not reduce the fair value of a reporting unit below its
carrying value. Other intangible assets are amortized on a
straight-line basis over their estimated economic useful lives.
Please refer to Note F “"Goodwill and Other Intangible Assets”
for additional discussicns-of this area.

Other Deferred Charges

Other deferred charges include discount, premium and
issuance costs associated with long-term debt. Debt costs are
deferred and then are amortized to interest expense over the
original lives of the respective debt issuances. Deferred post-
employment benefits are adjusted based on current age, the
present value of the projected annual benefit received and
estimated life expectancy.

Income Taxes and Investment Tax Credit Adjustments

The Company files a consolidated federal income tax return.
Income tax expense allocated to the Company's subsidiaries is
based upon their respective taxable incomes and tax credits.

Deferred tax assets and liabilities are recorded for the tax

effact of temporary differences between the financiat staterments
bases and tax bases of assets and liabilities and are measured
using current effective income tax rates. The portions of the
Company’s deferred tax liabilities applicable to qtility operations, |
which have not been reflected in current service rates, represent
income taxes recoverable through future rates. Invesiment tax
credits on utility property have been deferred and are allocated |
to income ratably over the lives of the subject property. :

Financial Instruments

Xeron, Inc. (“Xeron”), the Company’s propane wholesale
marketing operation, engages in trading activities using forward
and futures contracts which have been accounted for using the
mark-to-market method of accounting. Under mark-to-market
accounting, the Company’s trading cc’nntragts are recorded at fair -
value, net of future servicing costs. The changes in market price -
are recognized as gains or Josses in revenues on the income
statement in the period of change. The resulting unrealized gains
and losses are recorded as assets or liabilities, respectively. There
were unrealized gains of $8,600 and $46,000 at December 31,
2006 and 2005, respectively. Trading liabilities are recorded irv
other accrued liabilities. Trading asséts are recorded in prepaid
expenses and other current assets.

The Company's natural.gas and propane distribution operations
have entered into agreements with natural gas and propane
suppliers to purchase gas for resale to their customers. Purchases
under these contracts either do not meet the definition of
derivatives in SFAS No. 133 or are considerad "normal purchases
and sales” under SFAS No. 138 and are accounted for on an
accrual basis.

The propane distribution aperation has entered into a fair
value hedge of its inventory, in crder to mitigate the impact of
wholesale price fluctuations. At December 31, 2006, the propane
distribution operation had entered into a swap agreement to -
protect the Company from the impact ‘of price increases on
our price-cap plan that we offer to customers. The Company
considers this agreement to be an economic hedge and does not.
qualify for hedge accounting as-described in SFAS 133. At the'end
of the period, the market price of propane dropped below the
unit price within the swap agreement. As a result of the price
drop, the Company marked the agreement to-market, which
resulted in an unrealized loss of $84,000.
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Earnings Per Share

The calculations of both basic and diluted earnings per share from continuing operations are presented-in the fol!owmg chart..

e A s
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For the Periods Ended December 31, 2005 .2004 ;
Calculation of Basic Earnings Per Share: J
Net Income $10/467,614 $9,549,667  j
Weighted average shares outstanding 5,836,463 5,735,405
Basic Earnings Per Share $1.79 $1.66 :
Calculation of Diluted Earnings Per Share: “
%

Reconciliation of Numerator: : . ?
Net Income—Basic - $10,467.614 $9,549,667 ;
Effect of 8.25% Convertible debentures 123,559 139,097
Adjusted numerator—Diluted ' $10,591.173 $9.688,764 |
Reconciliation of Denominator: %}
Weighted shares cutstanding—Basic 5,836,463 5,735,405 z
Effect of dilutive securities 3
Stock options — ' 1,784 .
Warrants 11,711 7.900 3}
8.25% Convertible debentures 144,378 162,466 ;?'
Adjusted denominator—Diluted 5,992,652 5,907,555 3
Diluted Earnings Per Share $1.77 $1.64 !

Operating Revenues

Revenues for the natural gas dlstrlbutlon operations of the
Company are bhased on rates approved by the various public
service commissions, The natural gas transmission operation’s
revenues are based on rates approved by the FERC. Customers’
base rates may not be changed without formal approval by these
commissions; however, the regulatory authorities have granted
our regulated natural gas distribution operations the ability to
negotiate rates with customers that have competitive alternatives
using approved methodologies. In addition, the natural gas
transmission operation can negotiate rates above or below
the FERC-approved tariff rates.

Chesapeake’s Maryland and Delaware natural gas distribution
operations each._have a gas cost recovery mechanism that
provides for the adjustment of rates charged to customers as gas
costs fluctuate. These amounts are collected or refunded through
adjustments to rates in subsequent periods.

The Company charges flexible rates to the natural gas
distribution’s industrial interruptible customers to compete with
alternative types of fuel. Based on pricing, these customers can
choose natural gas or alternative types of supply. Neither the
Company nor the interruptible customer-is contractually
cbligated to deliver or receive natural gas.

The propane wholesale marketing operation records trading
activity net on the Company's income staterment, on a mark-to-
market basis, for open contracts. The propane distribution, advanced
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information services and other segments record revenue in the
period the products are delivered and/for services are rendered.

Certain Risks and Uncertainties

The financial statements are prepared in conformity with
generally accepted accounting principles that reguire management
to make estimates in measuring assets and liabilities and related
revenues and expenses (see Notes M and N to the Consolidated
Financial Statements for significant estimates). These estimates
involve judgments with respect to, among other things, various
future economic factors that are difficult to predict and are beyond -
the control of the Company; therefore, actual resufts could differ |
from those estimates. '

The Company records certain assets and liabilities in accordance
with SFAS No. 71. If the Company were required to terminate
application of SFAS No. 71 for its regulated operations, alt such
deferred amounts would be recognized in the income statement
at that time. This could result in a charge to earnings, net of
applicable income taxes, which could be material.
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FASB Statements and Other Autlio_ritative Pronouncements

in December 2004, the Financial Accounting Standards Board
{“FASB") issued SFAS No. 123 (Revised 2004), "Share-Based
Payment” {“SFAS No. 123(R}"). SFAS No. 123(R)} is effective for
annual reporiing periods beginning after June 195, 2005.




The Company was required to adopt SFAS No. 123(R)} in the first
quarter of 2006. The Company is required to measure the cost of
all employee share-based payments to employees, inlcluding grants
of employee stock options, using a fair-value-based method. The
pro forma disclosures previously permiited under SFAS No. 123 no
longer will be an atternative to financial statement recognition. The
adoption of SFAS No.-123(R) did not have a material impact on the
financial statements.

In May 20085, the FASB issued SFAS No. 154, "Accounting
Changes and Error Corrections.” This statement applies to all
voluntary changes in accounting principle. It also applies to
changes required by an accounting pronouncement in the unusual
instance that the prenouncement does not include specific
transition provisions. When a pronouncement includes specific
transition provisions, those provisions should be followed. This
statement requires retrospective application to prior periods’
financial statements of changes in accounting principle, unless it
is impracticable to determine either the peribd-specific effects or
the cumulative effect of the change.'THis staternent was effective
for accéunting changes and corrections of errors made in fiscal
years beginning after December 15, 2005. The Company was
required 1o adopt SFAS No. 154 in the first quarter of 2006. The
implementation of this statement did not have a material impact
on Chesapeake's financial statements.

In September 2008, the FASB issued SFAS No. 158,
"Employers’ Accou.ming for Defined Benefit Pension and Other
Postretirement Plans.” This statement improves financial
reporting by requiring an employer to recognize the over-funded or
under-funded status of a defined benefit postretirement plan as an
asset or liability in its statement of financial position and to
recognize changes in that funded status in the year in which the
changes occur through comprehensive income. The Company is
required 10 initially recognize the funded status of a defined
benefit postretirement plan and to provide the required disclosures
as of the end of the fiscal year ending after December 15, 2006.
The Company adopted SFAS No. 158 as of December 31, 2006.
Based on the fair value of plan assets and their related funded
status at December 31, 2006, the adoption of SFAS 158 resulted
in an increase in total assets by approximately $282,000, an
incréase in total liabilities by approximately $112,000 and an
increase to total shareholders’ equity by approximatety $170,000.
Please refer to Note K "Employee Benefit Plans,” for details of
each of the Company’s benefit plans. T

In June 2006, the FASB issued FASB Interpretatlon {“FIN"}

No. 48, “Employers’ Accounting for Uncertainty in Income Taxes.”
This interpretation clarifies the accounting for uncertainty in income
taxes recognized in an enterprise’s financial statements in
accordance with SFAS No. 109, "Accounting for Income Taxes.”
This |nterpretanon prescribes a recognition threshold and
measurement attribute for the financial statement recognition

and measurement of a tax position taken or expected to be taken -

_in a tax return. This interpretation also provides guidance’ on

dere_cogriition, classtfication, interest and penalties, accounting in
interim periods, disclosure, and transition. This interpretation is
effective for fiscal years beginning after December 15, 2006
Chesapeake is required 10 adopt FIN No. 48 in the first quarter of
2007. The Company is currently evaluating the impact that this .
interpretation will have on our financial statements.

In September 20086, the FASB issued SFAS No. 157, “Fair
Value Measurements.” This statement defines fair value,
establishes a framework for measuring fair value in generally
accepted accounting principles, and expands disclosures about
fair value measurements. This statement applies under other
accounting pronouncements that require or permit fair value
measurements, the FASB having previously concluded in those
accounting pronouncemenits that fair value is the relevant
measurement attribute. Accordingly, this statement does
not require any new fair value measurements. This statement
is effective for financial statements issued for fiscal years
beginning after November 15, 2007, and interim periods within

* those fiscal years. Chesapeake will b required to adopt SFAS._

No. 157 in the first quarter of 2008. The Compan‘y‘has not yet
evaluated the impact that this statement will have on our
financial statements.

In Septemnber 20086, the SEC issued Staff Accounting Bulletln
No. 108, which expresses the SEC’s views regarding the process

_ of quantifying financial staternent misstatements. The application

of the guidance in this bulletin is applicable at December 31, 2006.
The implementation of this bulletin did not have any impact on the
Company's financial statements.

Reclassification of Prior Years’ Amounts
Certain prior years” amounts have been reclassified 1o
conform to the current year's presentation.

BUSINESS DISPOSITIONS AND
DISCONTINUED OPERATIONS

During 2003, Chesapeake decided to exit the water services
business and sold six of its seven operations. The remaining
operation was sold in October 2004. At December 31, 2008, all
property and assets of the water subsidiary have been sold. The
results of operations for all water service businesses have been
reclassified to discontinued operations for all periods presented. ”
Operating revenues for discontinued operations was $1.1 million
and operating losses for discontinued operations was $94,00'0,for
2004, A loss of $52,000, net of tax, was recorded for 2004 on
the sale of the water operations. The Company did not have any
discontinued operations in 2006 and 2005.
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C

SEGMENT INFORNMATION

The following table presents information about the Company's reportable segments. The table excludes discontinued operations. '

For the Years Ended December 31,

2005 2004
Operating Revenues, Una_ffiliéted_ Customers . ,
Natural gas distribution, transmission and marketing $166,388,562  $124,073,939
Propane 48,975,349 41,499,687
Advanced information services 14,121,441 12,381,815
Other 144,384 —
Total operating révenues, unaffiliated customers $228,629,736  $177,955,441
Intersegment Revenues (1) .
Natural gas distribution, transmissicn and. marketing $ 193,404 $ 172,427
Propane . . 668 < —
Advanced information services 18,123 45,266
Other. ¢ 618,492 647,378 -
Total intersegment revenues $ 830,687 ‘3 865,071
_Operating Income ' o : R
Natural gas distribution, transmission and marketing $ 17235810 § 17,081,360
Propane ' 3,209,388 2,363,884
Advanced information services 1,196,544 387,193
Other and eliminations {111,243} 127,309
Total operating income $ 21,530,499 $ 19,969,746
Depreciation and Amortization . .
Natural gas distribution,-transmission and marketing $ 5,682,137 $ 5,418,007
Propane 1,674,357 1,524,016
Advanced information services 122,569 138,007 -
Other and eliminations 189,146 177,508
Total depreciation and amortization $§ 7568209 § 7,257,538
Capital Expenditures ' ) K
Natural gas distribution, transmission and marketing $ 28,433,671 $ 13,945,214
Propane 3,955,799 3,395,190
Advanced information services 294,792 84,185
Other ‘ 739,079 404,941
" Total capital expenditures $ 33,423,341 $ 17,829,630
(1) All sighificant iniersegméht revenues are billed at market rates and have been eliminated from consolidated revenues. )
At December 31, 2005 2004
Identifiable Assets ‘ -
Natural gas distribution, transmission and marketing $226,667,049  $184,412,301
Propane. . 57,344,859 47,531,106 _
Advanced information services 2,062,802 2,387.440
Other 110,905,065 7,379,794
Total identifiable assets

$241,710,641
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Chesapeake uses the management approach to identify
operating segments. Chesapeake organizes its business around
differences in products or services and the operatung results of
each segment are regularly rewewed by the Cornpanys ch:ef
operating decision maker in order to make decisions about
resources and to assess performance. The segments are
evaluated based on their pre-tax operating income.

_ The Company's operations are all domestic. The advanced
information services segment has infrequent transactions with
foreign companies, located primarily in Canada, which are
denominated and paid in U.S. dollars. These transactions

are immaterial to the consolidated revenues.

D FAIR VALUE OF
FINANCIAL INSTRUMENTS

Various items within the balance sheet are considered to be
financial instrurments because they are cash or are to be settled in
cash. The carrying values of these items generally approximate
their fair value {see Note E to the Consolidated Financial
Statements for disclosure of fair value of investments}. The
Company's open forward and futures contracts at December 31,
2006 had a gain in fair value of $8,500 and.at December 31, 2005
had a gain in fair value of $46,000 based on market rates. The
fair value of the Company’s long-term debt is estimated using a
discounted cash flow methodology. The Company's long-term
debt at December 31, 20086, including current maturities, had an
estimated fair value of $81.4 million as compared to a carrying
value of $78.7 mitlion. At December 31, 2005, the estimated fair
value was approximately $68.5 million as compared to a carrying
value of $63.9 million. These estimates are based on published
corporate borrowing rates for debt instruments with similar terms
and average maturities.

E

The investment balances at December 31, 2006 and 2005
represent a Rabbi Trust ("the trust”} associated with the
Company's Supplemental Executive Retirement Savings Plan.
In accordance with SFAS No. 115,-"Accounting for Certain
Investments in Debt and Equity Securities,” the Company
classifies these investments as trading securities. As a result of
classifying them as tradmg securities, we are reqwred to report -
the securities at their fair value, with any unrealized gains and
losses included in other income. We also have an associated
liability that is recorded and adjusted each month, along with
other expense, for the gains and losses incurred by the trust.

At December 31, 2006 and 2005, total investments had a fanr w
value of $2.0 million and $1.7 million. . LT

INVESTMENTS

.

F - GOODWILL AND OTHER
INTANGIBLE ASSETS

In accordance with SFAS No. 142, goodwill is tested for
impairment at least annually. In addition, goodwill of a reporting
unit is tested for impairment between annual tests if an event
oceurs of circumstances change that would rmoré likely than not
reduce the fair vatue of a reporting unit below its car‘ryir'ﬁ value.
The propane unit had $674,000 in goodwill for the two years
ended December 31, 2006 and 2005. Testing for 2006 and 2005
has indicated that no impairment has occurred.
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The carrying value and accumulated amortization of intangible assets subject to amortization for the two years ended Decemnber 31,

20086 are as follows:

December 31, 2005

Gross
_ Carrying Accumulated
- Amount Amortization:
Custorier lists $115333 $ 67,845
Acquisition costs 263,669 105,465
Total $173,310 -

$378,992

~ Amortization of intangible assets was $1 4,000 for the years ended December 31, 2006 and 2005, respectively. The estimated
annual amortization of intangibles is $14,000 per vear for-each of the years 2007 through 2011, respectively.

G

STOCKHOLDERS’ EQUITY

The changes in the common stock shares issued and outstanding are shown in the table below:

i

For the Years Ended December 31, 2005 2004
Common Stock shares issued and outstanding (1) i - i .
Shares issued—beginning of period balance 5,778,976 5,660,594
Dividend Reinvestment Plan (2) 41,175 40,993

. Retirement Savings Pian 21,071 39,157
"Caonversion of debentures 22,609 18,616
Employee award plan — —
Performance shares and options exercised (3) 19,268 19,616
Public offering — -
Shares issued—end of period balance (4} 5,883,089 5,778,976
Treasury shares—beginning of period balance {9,418} —
Purchases {4,852} {15,316)
Dividend Reinvestment Plan 12,142 —
Retirement Savings Plan 12,031 —
Other issuances — 5,898
Treasury Shares—end of period balance 97 {9,418)
Total Shares Qutstanding 5,883,002 5,769,558

(1} 12,000,000 shares are authorized at a par value of $0.4867 per share.
(2) Includes shares purchased with reinvested dividends and optional cash payments.
(3} Includes shares issued for Directors’ compensation.

(4} Includes 48,187, 37,528, and 48,175 shares at December 31, 2008, 2005 and 2004, respectively, held in a Rabbi Trust established by the Company

relating to the Executive Deferred Compensation Plan.
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In 2000 and 2001, the Company entered into agreements with

an investment banker to assist in identifying- acquisition candidates.

Under the agreements; the Company issued warrants to the
|nvestrnent barker to purchase 15,000 shares of Chesapeake
stock in 2000 at an exercise price of $18.00 per share and 15,000
in 2001 at an exercise price of $18.25 per share. In August 2006,
.the investment banker exercised the 30,000 warrants pursuant to
the terms of the agreement at $33.3657 per share. At the request
* of the investment banker, Chesépeake settled the warrants with a
cash payment of $435,000, in lieu of issuing shares of the
Company’s common stock. At:December 312006, Chesapeake
does not -have any stock warrants outstanding.

-LONMNG-TERM DEBT

On November 21, 2006, the Company completed a pubhc
offering of 600,300 shares of its common stock at a price pe
share of $30.10.,,0n November 30, 2006, the Company . -
completed the Sale of 90,045 additional shares of its comm(on
stock pursuant 1o the over-allotment optlon granted to, the. -
Undenwriters by the Company. The net proceeds from the sale -
of common stock after deducting underwrltmg commissions
and expenses, were approanately $19.8 million, which were.
added to the Company's general funds and used pnmanly 10
repay a portion of the Company's short-term debt under
unsecured lines of credit. :

The outstanding long-term debt, net of current maturities, is as shown below.

2005

At December 31, 2004

Uncoliateralized senior notes:
7.97% note, due February 1, 2008 $ 2,000,000 $ 3,000,000
6.91% note, due October 1, 2010 3,636,363 ; 4545454,
6.85% note, due January 1, 2012 6,000,000 -'8,000,000 -
7.83% note, due January 1, 2015 £ * 16,000,000 20,000,000
6.64% note, due October 31, 2017 30,000,000 30,000,000
5.50% note, due October 12, 2020 - -

Convertible debentures: i

- 8,25% due March 1, 2014 2,25'4,000 2,644,000

" Promissory note .100,000 FlaT

Total Long -Term Debt 4 $58 990,363 . $66 189, 454

) . e N AR

Annual maturrtles of consolidated long- term debt for the next five years are as follows: $7,656, 364 for 2007 $7,656,364 for 2008 $6 656, 354 for

2009; $6, 656 364 for 2010 and $7,747,273 for 2011.

The convertible debentures may be converted, at the option
of the holder, into shares of the Company’s common stock at a
conversion price of $17.01 per share:-During 2006 and 2005,
debentures totaling $284,000 and $385,000, respectively, were
canverted to stock. The debentures are also redeemable for cash
at the option of the-holder, subject to an annual non-cumulative
maximum limitation of. $200,000. In 2006, no debentures were.
redeemed for cash. During 2005, debentures totaling $5,000
" were redeemed for cash. At the Company's option, the
_debentures may be redeemed at stated amounts.

On QOctober 12, 2006, the Company issued $20 million of 5.5
percent Senior Notes to three institutional investors (The Prudential
Insurance Company of America, Prudential Retirement Insurance-

and Annuity Company and United Omaha Life Insurance Company).

-

The ongmal note agreement was executed on October 18, 2005
and prowded for the Company to sell the Notes at any, time. prior 0.
January‘15 2007. The terms of the Notes require annua_l_pnnmpal
repayments of $2 million beginning on the'fifth a‘nﬂniversa‘ry af the

issuance of the Notes. The Notes will mature on October 12, 2020.

The proceeds from this issuance were used to reduce a partion of

- the Company's outstanding short-term debt.

Indentures to the long-term debt of the Company and. its .
subsidiaries contain various restrlctlons The most strlngent - '«'.
restrictions state that the Company must malntaln equity.of at: ~
least 40 percent ‘of total camtal:zatlon and the pro-forma fiked =
charge coverage ratio must be 1.5 times. The Company is.in
compllance with ali of its debt covenants. v

Y
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I

As of December 31, 2008, the Board of Durectors {"Board”)
has authorized the Company to borrow up'to $565.0 million from
various banks and trust companies under short-term lines of
credit. During 2008, the Board authorized increases in the
‘Company’s borrowing authority up to $75 million to fund the
2006 capltal budget and working capital. The $75 miltion limit
‘wWas subsequently reduced to its current leve! by the Board on
November 7, 2008, following the placement on October 12,
2006 of $20 miflion 5.50 percent Senior Notes. - -

. As of December 31, 2008, the Company had four unsecured
bank lines of credit with two financial institutions, totaling $80.0
million, none of which required cdmpensating balances. These
,ba’nk lines provide funds for the Company’s short}term cash
needs to meet seasonal working capital requirements and to
temporarily fund portions of its capital.expénditures. Two of the
bank lines, totaling $15.0 million, are-cd‘mmitted. The other two
lines are subject to the banks’ availability of fUnds. Under these
lines of credit, the outstanding balances of short-term debt at
. December 31, 2006 and 2005 were $27.6 million and $35.5
million, respectively. The annual weighted average interest rates
.on short-term debt were 5.47 percent and 4.47 percent for 2006
and 2005, respectively. The Compeny also had a letter of credit
‘outstanding in the amount of $775,000 that reduced the
amounts available under the lines of credit.

SHORT-TERM Bbﬂnovim\_la

-

LEASE OBLIGATIONS

J

The Company has entered into several operating lease
arrangements for offlce space at various locations, equipment
and pipeline faC|I|t|es Hent expense related to these Ieases was,
$680,000, $837.000. and $934,000 for 2006, 2005 and 2004,
respectlvely Future minimum payments under the Company’s
current lease agreements are $650, 000, $496, 000, $423,000,
$331,000 an_d'$32‘l ,000 for the years 2007 through 2011, )
respectively; and $3.8 miIIioh'therea'fter, totaling $6.0 million.

. Retlrement Plans ‘
Before 1999, Company employees generally participated i |n both

a defined benefit pension plan ("Defined Pension Plan”) and a
Retirement Savings Plan. Effective January 1, 1999, the Company

EMPLOVEE BENEFIT PLANS
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restructured its retlrement program to compete more effectwely
with similar businesses. As part of this restructuring, the = .
Company closed the Defined Pension Plan to new participants. -

B Employees who partlmpated inthe Defined Pension Plan at that-

time were given the option'of remaining in (and continuing to
accrue benefits under) the Defined Pension Plan or receiving an
enhanced matching contribution:in the Retirement Savings Plan. -
. Because the Defined Pension- Plan was not’open to new.’

participants, the number of active participants in that plan -
decreased and is approaching the minimum number needed for -
the Defined Pension Plan to maintain its tax-qualified status. To
avoid jeopardizing the tax-qualified status of the Defined Pension |
Plan, the Company's Board of Directors amended the Defined
Pension Plan on September 24, 2004. To ensure that the

i
Company continues 1o provide appropriate levels of benefits to

~ the Company's employees, the Board amended the Defined

Pension Plan and the Retirement Savings Plan, effective January 1,

- 2008, so that Defined Pension Plan participants who were actively
- employed by the Company ¢n that date (1) receive two additional.

years of benefit service credit to be used in calculating th.ei'r
Defined Pension Plan benefit (subject to the Defined Pension
Plan’s limit of 35 years of benefit service. credit), {2} have the
optlon 1o receive their Defined Pension Plan bénefit in the form of
a lump sum at the time they retire, and {3) are eligible to rece_tve P
the enhanced matching contribution in the Retirément Sax)ingé :

" Plan. In addition, effective January 1, 2005, the Board amended

the Defined Pension Plan so that participants will not accrue
any additional benefits under that plan. These changes were
communicated to the Company's employees during the first week
of November 2004, As a result of the amendments to the Defined
Pension Plan, a gain of approximately $172,000 (after tax) was -
recorded during 2004.

In September 2006, the FASB issued SFAS No 158, “Employers
Accounting for Defined Benefit Pension and Other Postretirement
Plans” (SFAS 158}. The Company adopted SFAS 158 prospectively |
on December 31,-2006. SFAS 158 requires that we recognize
all obtigations related to defined benefit pensions and other
postretirement benefits. This statement requires that we
quantify the plans’ funded status as an asset or a I|ab|I|ty
on.our consolldated balance sheets. .

SFAS 158 requires that we measure the plans’ assets and
obligations that determine our funded status as of the end of
the fiscal yvear. The Company is also required 1o recognize as a -
component of accumulated other comprehensive income ("AéCt")
the changes in funded status that occurred during the year that are
not-recognized as part of net periodic benefit cost as explained in
SFAS No. 87, “Employers’ Accounting for Pensions,” or-SFAS
No: 108, "Employers’ Accountlng for Postretirement Beneﬂts
Other Than Pensions.” '

A
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Based on the funded status of the Company’s defined benefit pension and postretirement benefit plans as of December 31, 2008,
the effects of adopting SFAS 158 on the Company’s financial statement is set forth in the following table.

SFAS 158
Adoption Post
Pre-SFAS 158 - Adjustments SFAS 158
Asset (liability) for penston benefits $(3,741,054} $ 281,538 ${3,459,516)
Deferred income tax asset {liability} 1,224,742 {111,973) 1,112,769
Accumulated other comprehensive income 504,115 {169,565) 334,550
The amounts recognized in AQCI as a result of the adoption of SFAS 158 consist of:
Other
Defined Benefit Postretirement
Pension Benefit Total
Prior service cost (credit) $ (29,560) $ _ $ (29,560
Loss {gain} (1,284,400) 1,032,422 {251,978}
Total {1,313.960) 1,032,422 {281,538
Less: Deferred.tax asset {liahility) (522,582) . 410,609 (111,973)
Loss [gain) in AQCI, net of tax $ (791,378 $ 621,813 ${169,565)

The amounts in AOCI for the respective retirement plans that are expected to be recognized as a component of net benefit cost

in 2007 is set forth in the following table.

Executive Excess - Other
Defined Benefit Defined Benefit Postretirernent
Pension Pension Benefit
Prior service cost (credit} $(4,699) $ — $ —
Loss (gain) (6.846) 51.279 .- 136,978

Defined Benefit Pension Plan

As described above, effective January 1, 2005, the Defined
Pension Plan was frozen with respect to additional years of
service or additional compensation. Benefits under the plan were
based on each participant's years of service and highest average
compensation, prior to the freeze. The Company’s funding policy
provides that payments to the trustee shalt be equal to the
minimum funding requirements of the Employee Retirement
Income Security Act of 1974, The Company does not expect to
be required to make any funding payments toward the Defined
Pension Plan in 2007. The measurement dates for the Pension
Plan were December 31, 2006 and 2005, respectively.

The following schedule sumrnarizes the assets of the Defined Pension
Plan, by investment type, at December 31, 2008, 2005 and 2004:

2005 2004

At December 31,

Asset Category “x
N
Equity securities 77.34% - 76.12% 72.64%
Debt securities 18,59%:; 23.28%  1291%
‘Other 4107 % 0.60%  14.45%
Total 10000%4  100.00% 100.00%

The asset listed as “Other” in the above table represents
monies temporarily held in money market funds. The money
market fund invests at least 80 percent of its total assets in:

* United States Government obligations; and
¢ Repurchase agreements that are fully collateralized by
such obligations.

The investment policy of the Plan calls for an allocation of
assets between equity and debt instruments with equity being
60 percent and debt at 40 percent, but allowing for a variance of
20 percent in either direction. Additionélly, as changes are made
to holdings, cash, money market funds or United States Treasury
Bills may be held temporarily by the fund. Investments in the
following are prohibited: options, guaranteed investment
contracts, real estate, venture capital, private placements,
futures, commodities, limited partnerships and Chesapeake
stock. Additionally, short selling and margin transactions are
prohibited. During 2004, Chesapeake modified its investment
policy to allow the Employee Benefits Committee to reallocate
investments to better match the expected life of the plan.
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The-following schedule sets forth the funded status of the Defined Pension Plan at December 31, 2006, 2005 and 2004:

At December 31,

2005 2004
Change in benefit obligation: ‘

Benefit obligation—beginning of year . $12,053,063 $11,948,755
Service cost ' — 338,352
Interest cost 645,740 690,620
Change in assumptions 388,979 573,639
Actuarial loss 28,895 220,842

-Amendments — 883,753
Effect of curtaiiment/settlement — (2,171,289)
Benefits paid (717,056) {431,609)

Benefit obligation—end of year 12,399,621 12,053,063

Change in plan assets:. .

Fair value of plan assets—beginning of year 12,097,248 11,301,548
Actual return on plan assets 400,674 1,227,309 -
Benefits paid {717,056) , (431,609)

Fair value of plan assets—end of year , 11,780,866 .12,097,248

Reconciliation of funded status (1) :

Plan assets in excess {less than) benefit obligation at year-end (618,755) 42,186

Unrecognized prior service cost (34,259) (38,958)

Unrecegnized net actuarial gain (129,739) (850,224}

Net amount accrued $ (782,753).. $ (844,997)
Assumptions: )

Discount rate N 5.25% 5.50%

Expected return on plan assets 6.00% 7.88%

1) After the adoption of SFAS 158 on December 31, 2008, these amounts are recorded and this reconciliation is no fonger required.

Net periodic pension costs for the defined benefit Pension Plan for 2006, 2005, and 2004 include the components as shown below:

For the Years Ended December 31,

2005 2004
Components of net periodic pension cost: ' .
Service cost . P -, $ 338,362
interest cost . 645,740 690,620
Expected return on assets - {703,285} (869,3386)
Armortization of: o
Transition assets — (11,328)
Prior service cost {4,699) (4,699) '
Net periodic pension cost (benefit} § (62,244) $ 143,609
The following actuariai a.ssumptions were used in calcula'ting net periodic pension cost or benefit.
For.the Years Ended December. 31, 2005 ™ 2004
Assumptions: '
Discount rate 5.50% 5.88%.
Expected return on plan assets 6.00% - 7.88%
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The assumptions used for the discount rate of the plan were
reviewed by the Company and increased from 5.25 percent 1o
5.60 percent, reflecting an increase in the interest rates of high
quality.bonds and reflecting the expected life of the plan, due to -
the lump sum payment option. Additionally, the average expected
return-on plan assets for the gqualified plan.remained constant at 6
‘percent due to the adoption of a change in the investment policy
that altows for a higher level of investment in bonds and a lower
level of equity investments. Since the Plan is frozen in regards to
additional years of service and compensation, the rate of assumed
compensation rate increases 1s not applicable. The accumulated

Executive Excess Defined Benefit Pension Plan

The Company also sponsors an unfunded executive excess
defined benefit pension plan. As noted above, this plan was
frozen with respect to additional years'of service and additional
compensation as of Decermber 31, 2004. Benefits under the
plan were based on each participant’s years of service and
highest average compensation, prior to the freeze. The
accumulated benefit obligation was $2.29 million and $2.32

benefit obligation was $11.4 million and $12.4 million at
December 31, 2006 and 2005, respectively.

million at December 31, 2006 and 2005, respectively.

Nét periodic pension costs for the executive excess benefit pension plan for 2006, 2005, and 2004 include the components as

shown below: g
For'the Years Ended December 31, 2005 2004
Components of net periodic pension cost:

Service cost % — $105,913

Interest cost 119,658 87,668

Amortization of;

Prior service cost — 2,090
Actuarial loss 48,319 21,699
Net periodic pension cost $168,977 $217,270

The follovif'ing schedule sets forth the status of the executive excess defined benefit plan:

At December 31, 200b 2004
Change in benefit obligation:

Benefit obligation—beginning of year $2,162,952 $ 1,406,190
Service cost ‘ — 105,913
Interest cost 119,658 87,568
Actuarial {gain} loss 133,839 713,225
Amendments — 60,000
Effect of curtailment/setilement — (184,844), . .

- Benefits paid {93,978} (25,100

Benefit obligation—end of year 2,322,471 2,162,952

Change in plan assets:

Fair value of plan assets—beginning of year — —
Employer contributions 93,978 25,100
Benefits paid (93,978} - (25,1000

Fair value of plan assets—end of year — —

Funded status (2,322,471} (2,162,952}
Unrecognized net actuarial loss 959,492 874,972

Net amount accrued (1)

$(1,362,979}

$(1,287,980}

Assumptions:
Discount rate <4

5.26%

5.50%

{1} Alter the adopticn of SFAS 158 on Decembér 31, 2006, these amounts are recorded and this recgnciliation is no lenger required.
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Notes to Consolidated Financial Statements (Cdntinugd)

The assumptions used for the discount rate of the plan were-

reviewed by the Company and increased from 5.25 percent to
5.60 percent, reflecting an increase in the interest rates of high
quality bonds and a reduction in the expected life of the plan.
Since the Plan is frozen in regards to additional years of
service and-compensation, the rate of assurmed pay rate "y
increases is not applicable. The measurement dates for the

'
B ¥

executive excess benefit plan were December 31, 2006:and
2005, respectively.

‘Other Postretlrement Benefits . .~ . - . : },

The Company sponsors a defined benefit postretrrement
health care and life insurance plan that covers substantially -

:all employees.

Net periodic postretirement costs for 2'006, 2005 and 2004 include the following components: ‘,

Faor the Years Ended December 31';

e A B e

Y 2005 2004 §

Components of net periodic postretirement cost: '

" Service cost’ $ 6,257 $ 5354
Interest cost 77.872 . 86,883 .
Amortization of: _ '

Transition cbligation 27.859 . . 27,859
Actuarial loss 88,291 . 78,900 .

Net periodic postretirement _cosf ' $200,279 :$198,:996
The following schedule sets forth the status of the postretirement heaith care and life insurance plan

At.December 31, - T ‘ : 2005 2004

Change in benefit obligation: i . ot
Benefit obllgatlon—beglnmng of year $ 1,599,280 $1.471.664 1

Retirees .(59,152) 91,747 .

Fully-eligible active employees (31,761} 22,071

Other active . 26,317 13,798 °
Benefit obligation—end of year $ 1,534,684 +$ 1,699,280 i

Funded status $(1,534,684)  $(1,599,380).

Unrecognlzed transition obllgatlon * . 22,282 50,141 ¢

Unrecogmzed net actuarlal loss 751,450 899,228 -

_ Net amount accrued (1) $ (760,952) .$ (649,911}

Assuinp;ions: ‘ - . . :

Discount rate ' . '5.25% T 5.E50%

(1} After the adoption of SFAS 158 on December 31, 2006, these amounts are recorded and this reconciliation is no longer required. .

The health care inflation rate for 2006 is assumed 1o be 6
1 .
percent for medical and 8 percent for prescription drugs. These
rates are projected to gradually decrease to ultimate rates of 5

and 6 perperit, respectively, by the year 2009. A one percentage .

point increase in the health care inflation rate from the assumed
rate would increase the accumulated postretiremeant benefit
"obligation by appfoximately $250,000 as of January'1, 2007, and
would increase the aggregate of the service cost and interest
cost components of the net periodic postretirement benefit cost

1
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for 2007 by approximately $15,000. A one percentage point
decrease in the health care inflation rate from the assumed:rate
would decrease the accumulated pbstr‘étir‘eme_ﬁt benefit
obligation by approximately $207,000 avslof Jahdéry 1, 2007, and
would decrease the aggregate of the service cost and interest
cost components of the net periodic postretirement benefit cost
for 2007 by apprommately $13,000. The measurement dates
were December 31, 2006 and 2005, respectlvely
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Estimated Future Benefit Payments

The schedule below shows the estimated future-benefit payments for each of the years 2007 through 2011 and the aggregate of

the next five years for each of the plans previously described.

- Lok
Defined Executive Excess Other Post- .
Benefit Defined Benefit Retirement
Pension Plan (1) Pension Plan {2) Benefits {2) ,

2007 $ 721,575 $ 88,096 . % 180,205
2008 713,699 86,868 182,977 -
2009 1,447,370 85,513 185,089
2010 898,179 84,026 204,870
2011 ' 460,336 82,411 194,448
Years 2012 through 2016 4,714,092 758,013 1,010,982

{1} The pension plan is funded; therefore, benefit payments are expected to be paid out of the plan assets.
(2) Benefit payments are expected to be paid out of the general funds of the Company. '

Retirement Savings Plan

The Company sponsors a 401({k) Retirement Savings Plan,
which provides participants a mechanism for making contributions
for retirement savings. Each participant may make pre-tax
contributions of up to 15 percent of eligible base compensation,
subject to Internal Revenue Service limitations. Tpese participants
were eligi'ble for the enhanced matching described below
effective January 1, 2005,

Effective January 1, 1999, the Company began offering an
enhanced 401(k) Plan to all new employees, as well as existing
employees that elected to no longer participate in the Defined
Benefit Plan. The Company makes rmatching contributions on a
basis of up to six percent of each employee's pre-tax compensation
for the year for all of the Company's employees, except the
employees for our Advanced Information Services segment. The
match is between 100 percent and 200 percent, based on a -
combination of the employee’s age and years of service. The first
100 percent of the funds are matched with Chesapeake common
stock. The remaining match is invested in the Cormpany’s 401(k)
Plan according to each employee's election options.

Effective July 1, 2006, the matching contribution made on behalf

.of Advanced Information Services segment employees, is a 50
pércent matching contribution, up to six percent of the'em'ployee’s
annual compensation. The matching contribution is funded in

Chesapeake common stock. The Plan was also amended at the
same time to enable it to receive discretionary profit-sharing
contributions in the form of employee pre-tax deferrals. The
extent, to which the Advanced Information Services segment

has any dollars availabte for profit-sharing, is dependent upon the
extent to which actual earnings exceed budgeted earnings. Any
profit-sharing dollars made available to employees can.be deferred
into the Plan and/or paid oLt in the form of a bonus.

On December 1, 2001, the Company converted the 401 (k)
fund holding Cp‘esapeake stock to an Employee Stock Ownership
Plan {“ESOP"}. - :

Effective January 1, 1999, the Company-began offering a non-

. qualified supple_r'nental_‘employee retirement savings plan open to

Company executives over a specific income threshold. Participants
receive a cash only matching contribution percentage equivalent to
their 401{k) match level. All-contributions and matched funds can .~
be invested among the twenty-one mutual funds available for
investmant. These same funds are available for investment of
employee contributions within the Retirement Savings Plan.

The Company’s contributions to the 401(k) plans totaled
$1,612,000, $1,681,000 and $1,497,000 far the years ended
December 31, 2006, 2005, and 2004, respectively. As of
December 31, 2008, there are 77,479 shares raserved to
fund future contributions to the Retirement Savings Plan.
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- Notes to Consolidated Financial Statements (Continued) ; -

' Outstanding—December 31, 2005

-{"APB") No. 25, "Accounting for Stock Issued to Employees,”

) Performance Incentive Plans (“PIP")

W

I - F SHARE—BASED BRI
COMPENSATION PI.ANS

Effectrve January 1, 2006 the Company adopted SFAS Ne. 123R

“Share- Based Payment which establishes accountrng for equity
instruments exchanged for employée services. Prior 1o January 1, -
2006, the Cornpany accounted for share-based compensation to
employees’in accordance with Accounting Principles Board Opinion
' and
related interpretations. The Company also followed the disclosure
requirements of SFAS No. 123, “Accounting Tor Stock-Based
Compensation, ”
for Stock-Based Compensatlon — Transition and Disclosure.”

'Commencrng January 1, 2006, the Company elected to adopt the

modl_fled prospective method as-provided by SFAS No. 123R and,
accordingly, financial Statement amounts for the prior periods’
presented have not been retrospectively adjusted to reflect the
fair value of expensing stock-based compensation.

A eummary of restricted stock activity for the-DSCP as of December 31, 2006.is presented below:. . ' S

]

as amended by SFAS No. 148, "Accounting *°

Stock Options o :' . R
The Company did not have any stock optrons outstanding at
December 31, 2006 or December 31, 2005, nor were any stockr

: optlons issued during 2006. T

‘Director Stock Compensation Plan (“DSCP”)

Uinder-the Company s DSCP, each non-employee director
recejves an annual retainer of 600 shares of‘common stock and.
"an additional 150 shares of comman stock for services as a
committea chairman, subject to adjustment in future years , °
consistent with the terms of the DSCE Shares issued under the.
‘DSCP are fully vested as of the date of the grant. At the date of-

~ grant, the Company records a prepaid expense equal to the fair

vaiue of the shares issued and amortizes the expense equally -
over the service perlod of one year. Compensatlon expense - '
recorded by the Company relating to the DSCP awards was

$165,000 and $140,000 for 2006 and 2005, respectively. - -.. .

E .

g

*Number of Werghted Average

Restricted Shares

lssued—May 2, 2006 - L TR
Vested .

Grant Date-Fair Value .

. As of December 31, 2008; there were 63,300 shares reserved for issuance under the terms of the Companys Director’s Stock: -

i

Compensatron Plan.

“‘1 . R

The Company’s Compensatron Commrttee of the Board

of Directors is autharized to grant to key employees of the

Company the rights tc receive awards. of shares of the

Company’s common stock contlngent upon the achievernent of'

established performance goals. These goals consist of annual or

" three-year. performance targets The awards are made pursuant

" to the Companys Performance Incentive Plan, subject to certain

post-vesting transfer restrictions, and are granted in the first
guarter of each year and are issued based upon the
performance achieved in the previous fiscal-year or three-year

- award.period. In the first quarters of 2006 and 2005, the

Company issued 23,666 and 10,130 shares, respectively, to key
employees as PIP stock awards for each of the preceding fiscal
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years. Please note that 2005 c'rJnc{uoed the,threé-year

performance period and these awards were issued in the first -

guarter of 2006 and included in the 23,666 stock awards. .
The Company accrues an expense each month of the fiscal

-year representing an estimate of the value of the stock ay\iérds )
granted for the current fiscal year. This accrual process matchas!

the compensauon expense with the employees’ servrce period |
rather than recognizing the expense on the issue date, whrch K
occurs in the first quarter of the subsequent year. The shares
issued under the.PIP are fully vested and the fair value of each
share is equal to the estimated market price of the' Company's
stock on the date issued. Compensation expense recorded by
the Company in 2006 and 2005 relating to the PIP was $544,000
and $721,000, respectively.

AN




A summary of restricted stock activity for the PIP for 2006 is presented below:

Number of
Restricted Shares

‘Weighted Average

Qutstanding—December 31, 2005

Grant Date Fair Value

|ssuad—February 23 2006

Vested:
o R A BT R e e

@utstaﬁﬁlngﬁaécember Bio00e e

As of December 31, 2008, there were 293,480 shares reserved for issuance under the terms of the Company’s Performance

tncentive Plan.

o |
M ENVIRONMENTAL COMMITMENTS
. AND CONTINGENCIES

Chesapeake is subject to federal, state and local laws and
reguiations governing environmental quality and pollution control.”
These laws and regulations require the Company to remove or
remedy the effect on the environment of the disposal or release
of specified substances at current and former operating sites. ’

In 2004, Chesapeake received a Certificate of Completion for
the remedial work performed at a former gas manufacturing plant
site located in Dover, Delaware. Chesapeake is also currently
participating in the investigation, assessment or remediation of |
twao additional former gas manufacturing plant sites located in
Maryland and Florida. The Company has accrued liabilities for
the three sitgs referred ta, res'pectively, as the Dover Gas Light,
Salisbury Town Gas Light and the Winter Haven Coal Gas sites.
The Company has been in discussions with the Maryland
Department of the Environment {*MDE"} regarding a fourth
former gas manufacturing plant site located in Cambridge, ‘
Maryland. The following provides details of each site,

Dover Gas Light Site

The Dover Gas Light site is a former manufactured gas plant site
located in Dover, Delaware. On January 15, 2004, the Company
received a Certificate of Completion of Work from the United States
Environmental Protection Agency ("EPA") regarding this site. This
concluded Chesapeake's remedial action obligation related to this
site and relieves Chesapeake from liability for future remediation at
the site, unless previously unknown conditions are discovered at the
site, or information previously unknown 1o the EPA is received that
indicates the remedial action that-has been taken is not sufficiently

' protective. These contingencies are standard and are required by
_the United States in all liability settlements.

“The Company has reviewed its remediation costs incurred to
date for the Dover Gas Light site and has concluded that all costs
incurred have been paid. The Company does not expect any future
environmental expenditure for this site. Through December 31,
2008, the Company has incurred approximately $2.67 million in
costs related to environmental testing and remedial action studies

Salisbury Town Gas Light Site

at the site. Approximately $9.96 million has been recovered
through Decernber 2006 from other parties or through rates. As
of December 31, 2006, a regulatory liability of approximately
$294,500, representing the over-recovery portion of the clean-up
costs, has been recorded. The o{.fer-recovery is temporary and will _
be refunded by the Company to customers in future rates. '

In cooperation with the MDE, the Company has cornplt.ated
remediation of the Salisbury Town Gas Light site, located in
Salisbury, Maryland, where it was determined that a former'
manufactured gas plant had caused localized groundwater
contamination. During 1996, the Company completed construction
and began Air Sparglng and Soil-Vapor’ Extraction (’ "AS/SVE")
remediation procedures Chesapeake has been reporting the
remediation and monitoring resuits to'the MDE an an ongoing
basis since 1996. In February 2002, the MDE granted permission
to permanently decommission the AS/SVE system and to
discontinue all on-site and off-site well monitoring, except for one -
well that is being maintained for continued product monitoring and
recovery. In November 2002, Chesapeake submitted a letter; to the
MDE requesting a No Further Action determination. The Company
has been in discussions with the MDE regarding such request and
is awditing a determination from the MDE. -

Through December 31, 20086, the Company has incurred
approximately $2.9 miilion for remedial actions and environmental
studies at the Salisbury Town Gas Light site. Of this amount,
approximately $1.8 mi[lion has been recovered through insurance
préceeds or in rates. On September 26, 2006, the Company
received approval from the Maryland Public Service Commission
to recover through its rates charged to customers the remaining
$1.1 million of the incurred environmental remediation costs.

Winter Haven Coal Gas Site

The Winter Haven Coal Gas site is located in Winter Haven,
Flarida. Chesapeake has been working with the Florida '
Department of Environmental Protection ("FDEP”) in assessing
this coal gas site. In May 1996, the Company filed an AS/SVE
Pilot Study Work Plan (the "Work Plan”) for the Winter Haven
site with the FDEP The Work Plan described the Company’s
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proposal to undertake an AS/SVE pilot study to evaluate the site.- -

After discussions with the FDEP the Company filed a modified
Work Plan, the description of the scope of work to complete

" the site assessment activities and a repert describing a limited

sediment investigation performed in 1997. In December 1998,
the FDEP approved the'modified Work Plan, which the Company
completed during the third quarter of 1999. In February 2001, the
Company filed a Remedial Action Plan (“RAP") with the FDEP to
address the contamination of the subsurface soil and groundwater
in a portion of the site. The FDEP approved the RAP on May 4,
2001 Construction of the AS/SVE system was completed in the
fourth quarter of 2002 and the system remains-fully operational.

- The Company has accrued a liability of $212,000 as of
December 31, 2006 for the Winter Haven Coal Gas site. Through
December 31, 20086, the Company has incurred approxumately

. $1.7 million of enwronmental costs associated with this site.

At December 31, 2006, the Company had collected $90 000

-through rates in excess of costs |ncurred A regulatory asset

of approxumately $122, 000 representing the uncollected portion
of the estimated clean-up costs, has also been recorded The

Company expects to recover the remaining costs through Tates.

. The FDEP has rndlcated that the.Company may be reguired

o remedlate sedaments along the shoreline of Lake Shipp,

|mmed|ately west of the Winter Haven site. Based on studies
performed to date, the Company objects to the FDEP’s
suggestion that the sedlments have been contamlnated and will
require remedla_tlon. The Company’s early estimates indicate that
some of the corrective measures discussed by the FDEP may

cost as much as $1 million. Given the Company's view as to the _

absence of ecclogical effects the Company beheyes that cost’
expendltures of this magnltude are unwarranted and plans to

oppose any requwements that it undertake correctrve measures

in the offshore sediments. Chesapeake anticipates that it W|ll be
several years before this issue is resolved. At this t|me, the .
Company has not recorded a liability for sediment remediation.
The outcome of this matter cannot be predicted at this time.

Other ) L .

The Company isin discussicn's with the MDE regarding a gas'
manufacturing plant site tocated in Cambredge Maryland. The
outcome of this matter cannot he detefmlned at this time;
therefore, the Company has not recorded an environmental

" liability for this location.
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N OTHER COMMITMENTS AND
- CONTINGENCIES -

Ll

Natural Gas and Propane Supply P

The Company's natural gas and propawne distribution
operations have enteréd into contractual commltments for gas
from various suppliers. The contracts have s varlous expiration
dates. In November 2004, the Company renewed its contract
with an energy marketing and risk management company to
manage a portion of the Company’s natural gas transportation .
and storage capacity. The contract expires March 31, 2007. -.

Corporate Guarantees
The Company has |ssued corporate guarantees to certam

Tt Pt
. ! ‘.-;j
3

4]

w7

vendors of its propane wholesale marketing subsidiary,.its. - -’

‘Florida natural gas supply and management subsidiary, and

Delmarva propane distribution subsidiary. These corporate

guarantees provide for the payment of. propane and natural-gas -

'purchases in the event of the subsidiaries’ default. The Irablhtles
~“Hor thése purchases are. recorded in the Consolldated Financial

Statements, The aggregate amount guaranteed at December 31
2006 totaled $21.4 million, with the guarantees exprrlng on .
various dates in 2007.

In addition to the corporate guarantees the Company has
issued a letter of credlt to its primary insurance company for
$775,000, which expires on May 31, 2007. The latter of credit
is prowded as security for claims amounts to satisfy the
deductlbles on the Company’s policies. The current letter of
credit was renewed during the second quarter of 2006 when
the insurance policies were renewed..

Other ‘
‘The.Company is involved in certain legal actions and claims
arising in the narmal course of business. The Company is also
involved in certain legal and administrative proceedings before
various governmental agencies concerning raftes. In.the opinion
of management, the uftimate disposition of these proceedln_gs
will not have a material effect on the consolidated financial
position, results of operations or cash flows of the Company.




QUARTERLY FINANCIAL DATA (UNAUDITED)

.

In the opinion of the Company, the guarterly financial information shown below. includes all adjustments necessary for a fair -
presentation of the operations for such periods. Due to the seasonal nature of the Company’s business, there are substantial-

variations in aperations reported on a quarterly basis.

For the Quarters Ended

March 31

December 31

2006
Operating Revenue
Opé:[pting Income
Net Income (Loss)
Earnings per share:
Basic
Diluted

2005
~ Operating Revenue
O'perating Income {Loss)
Net Income (Loss)
Earnings per share:
Basic
Diluted

SRR
T e

$77,845,248
$11,604,343
$ 6,232,796

$1.08
$1.05

BN

$42,220,377
$ 2,324,945
$ 795924

$0.14
$0.14

$35,155,121

$  (99,149)

$ (693,774)
$(0.12)
$(0.12)

~ §74,408,990
$ 7,800,360
$ 4,132,668

$0.70
$0.69

Chesapeake Utilities Corporation 57



10-Year Financial & Statistical Information

For the Years £nded December 31, 2005 2004
Operating (in thousands of dofiars) (1) -
Revenues . g
Natural gas $166,582 $124,246 ~
Propane 48,976 41,500
" Advanced informations systems 14,140 12,427
Gther and eliminations (68} {218}
Total revenues $229,630 $177,955
Operating income
Natural gas $ 17.236 $ 17,081 -~
Propane- 3,209 2,364
Advanced informations systermns - . 1,197 387
Other and eliminations (112 : 128
» . Total operating income | $ 21,530 $ 19,970 -
Net income from continuing operations $ 10,468 $ 9,550
Assets (in thousands of doflars) ’ #
Gross, property, plant and equipment $280.345 $250,267 ;
Net property, plant and equipment (2) $201,504 $177,053 "
Total assets (2) $295,980 $241,938
Capital expenditures (1} $ 33,423 $ 17,830
Capltallzatlon {in thousands of doflars) *
Stockholders' equity $ 84,757 $ 77.962 '
Long-term debt, net of current maturities 58,991 66,190
Total capitalization $143,748 - $144.152 :
Current portion of long-term debt $ 4929 $ 2909 !
Shart-term debt 35,482 5,002
Total capitalization and short-term financing £184,159 $1652,063 -

{1} These amounts exclude the rasults of water services due to their reclassification to discontinued operations,
The assets of all of the water businesses were sold in 2004 and 2003.
{2) SFAS 143 was adopted in the year 2001; therefore, SFAS 143 was not apphcable for the years prior to 2001.
{3) SFAS 123R and SFAS 168 were adopted in the year 2008; therefore, they were not applicable for the years prior to 2008,
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2003 2002 " 2001 2000 1999 1998 -. 1997
$110,247 $ 93,588 $107.418 _ $101,138 $ 75,637 $ 68,770 $ 88,108
41,029 29,238 35,742 31,780 25,199 23,377 28,614
12,678 12,764 14,104 12,390 13,531 10,331 7,786
{286} {334} S 113) (131 (14) (15) (182}
$163,568 $135,256 $157,151 $145,177 $114,353 $102,463 $124,326
$ 16,653 $ 14,973 $ 14,405 $ 12,798 $ 10,388 $ 8820 $ 9,240
3,875 1,052 913 2,135 2,622 965 1,137
692, . 343 517 336 1,470 1,316 1,046
359 237 386 816 495 485 558
$ 21:579 $ 16,605 $ 16,221 $ 16,085 $ 14,975 $ 11,586 $ 11,981
$ 10,079 $ 7.535 $ 7,341 $ 7.665 $ 8372 $ 5,329 $ 5812
$234,919 $229,128 $216,903 $192,925 $172,068 $152,991 $144,251
$167,872 '$166,846 $161,014 $131,466 $117.663 $104,266 $ 99,879
$222,058 $223,721 $222,229 $213,764 $166,958 $145,029 $145,719
$ 11,822 $ 13,836 $ 26,293 ‘$ 22,057 $ 21,365 " $ 12816 $ 13471
"~ $ 72,939 $ 67,350 $ 67,517 $ 64,669 $ 60,714 $ 56,356 '$ 53,656
69,416 73,408 48,400 50,921 33,777 37,597 - T 38,226
$142,355 $140,758 $115,926 $115,590 -, $ 94,491 $ 93,953 $ 91,882
$ 3,665 $ 3,938 ¢ 2,686 $ 2,665 '$ 2,665 $ 520 $ 1,051
3,515 10,900 42,100 25,400 . 23,000 11,600 7,600
$149,535 $155,596 ~  $160,712 $143,655 $120,156 $100,533

' $106,073
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10-Year Financial & Statisticai Information

For the Years Ended December 31, 2005 - 2004

Common Stock Data and Ratios

Basic earnings per share from continuing operations (1) $ 1.79 $ 166
Diluted earnings per share from continuing operations (1} $ 177 $ 164
Return on average equity. from continuing operations (1) 12.9% 12.7%
Common equity/total capitalization . 59.0% 54.1%
Common equity/total capitalization and short-term financing 46.0% 51.3%
Book value per share $ 144 $ 1349
Market price: T .

High -~ ' . $35)650 1 $35.780 -4$27.550

Low . -$27:900 - $23.600 $20.420

Close = 5 " $30.650 -, $30.800 - $26.700
Average number of shares outstanding ; '6032462:] 5836463 . 5735405
Shares outstanding at year-end : 6,688,084 ") 5,883,099 - 5,778,976
Registered common shareholders T 1,978’ | 2,026 2,026
Cash dividends declared per share $ 114 $ 1.12
Dividend yield {annualized) {2) - 3.7% 4.2%
Payout ratio from continuing operations (1) {4) 63.7% €67.5%

Additional Data ™ T i

Customers

Natural gas distribution and transmission 54,786 . 50,878 .

Propane distribution 32,117 34,888
Volumes _

Natural gas distribution and transmission deliveries (in MMCF) 34,981 31,430

Propane distribution {in thousands of gallons) g L. 26178 24,979
Heating degree-days (Delmarva Peninsula)

Actual HDD 4,792 4,563

10-year average HDD (normal) 4,436 : 4,389
Propane'bulk storage capacity (in thousands of gallons) 2,315 2,045

423 ' 426

Total employees (1)

{1) These amounts exclude the results of water services due to their reclassification to discontinued operations,
The assets of all of the water businesses were sold in 2004 and 2003.
{2) Dividend yield (annualized} is calculated by multiplying the fourth quarter dividend by four {4}, then dividing that amount by
the closing common stock price at December 31. -
{3} SFAS 123R and SFAS 158 were adopted in the year 20086, therefore, they were not applicable for the years prior to 2006. -
(4) The payout ratio from continuing operations is calcutated by dividing cash dividends declared per share {for the year} by
basic earnings per share from continuing operations.
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h)
e

2003 2002 2001 2000 1999 1998 - 1997

$ 1.80 $ 1.37 $ 137 $ 1.46 . % 163 $ 1.05 .- $ 17
$ 1.76 $ 137 $ 135 - 143 7 $ 159 $ 1.04 $ 1.5
14.4% 11.2% C11% 122% - 14.3% 9.7% 11.1%
51.2% 47.8% 58.2% - 55.9%. - 64.3% 80.0% - 58.4%
48.8% 43.3% 42.0% 45.0% 50.5% 53.1% 53.4%
$ 12.89 $ 12.16 $ 12.45 $ 12.21 $ 11.71 $ 11.06 $ 10.72
$26.700 $21.990 $19.900 $18.875 $19.813 $20.500 $21.750
$18.400 $16.500 $17.375 $16.250 $14.875 $16.500 $16.250
$26.050 $18.300 $19.800 $18.625 $18.375 $18.313 $20.500
5,610,592 5,489,424 5,367,433 5,249,439 5,144,449 5,060,328 4,972,086
5,660,594 5,537,710 5,424,962 5,297,443 5,186,546 5093788 5,004,078
2,069 2,130 .27 2,166 - 2212 2,271 2,178
$ 1.10 $ 1.10 $ 110 $ 1.07 $ 103 $ 1.00 $ 097
4.2% 6.0% 5.6% 5.8% 57% 55% - A7% - -
61.1% 80.3% 80.3% 73.3% 63.2% 95.2% 82.9%
47,649 45133 42,741 40,854 39,029 37.128 35,797
34,894 34,566 35,530 35,563 35,267 34,113 33,123
29,375 27,935 27,264 30,830 27,383 21,400 23,297 .
25,147 21185 23,080 28,469 27,788 25,979 26,682
4,715 4161 4,368 4,730 4,082 3,704 4,430
4409 4,393 4,446 4,356 4,409 4,493 4,574
2,195 2,181 1,958 1928 1,926 1,890 1,866
439 455 458 471 466 431 397 -
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Corporate and Subsidiary Officers

. Corporate Officers ] ' Directors and Committees

John R. Schimkaitis, 59 Ralph J. Adkins, 64
President & ‘ i i Chairman of the Board

Chief Exacutive Officer
John R, Schimkaitis, 59 *

Michael P McMasters, 48 - President & Chief Executive Officer
Senior Vice President & ,
Chief Financial Officer . ) ) Eugene H. Bayard, Esq., 60 {Director Since 2006} O
.o » ' Law Partner, .
Stephen C. Thompson, 47 . . Wilson, Halbrook & Bayard
Senior Vice President & President, Georgetown, Delaware
Eastern Shore Natural Gas Company ’ t ’
. Richard Bernstein, 64 {Director Since 1994} A Chairperson

Beth W. Cooper, 40 Retiréd President & Chief Exacutive Officer
Vice Prasident, Treasurer & - BAl Agrosystemns, Inc. N
Coiporate Secretary . Easton, Manvand
Thomas A. Geoffroy, 46 Thomas J. Bresnan, 54 (Director Since 2001} % Chairperson
Assistant Vice President Former President, Chief Executive Officer & Director

New Horizons Worldwide, inc.

’ Anaheim, Cafifornia .
Subsidiary Officers .
: . Walter J. Coleman, 72 {Director Since 1992) *
Elaine B. Bittner, 37 Retired Chief Executive Officer
Vice President, . . : Pyramid Realty & Mortgage Company
Eastern Shore Natural Gas Company Winter Haven, Florida
. Retired Chairman
S. Robert Zola, 55 ) . Real Estate Title Services, Inc.
President & Chief Qperating Officer, . Winter Haven, Florida
Sharp Energy, Inc. _ Associate Professor,
. Florida Southern Coflege

David E. Snyder, 59 ' Lakeland, Florida .
President & Chief Operating Officer; ' Business Consultant, Specializing in Strategic
Xeron, Inc. - ) ) Management, Entrepreneurship & Governance
John R. Harlow, 51 - Thomas B Hill, Jr., 58 (Director Since 2006)
President & Chief Operating Officer, ‘ - Retired Vice President of Finance & Chief Financial Officer
BravePoint®, Inc. ’ Exelon Energy Delivery '

Philadelphia, Pennsylvania

J. Peter Martin, 67 (Director Since 2001) %
Retired Founder, President & Chief Executive Officer
Atlantic Utilities Corporation
Miami, Florida
. Joseph E. Moore, Esq., 64 (Director Since 2001} 4,0
D Law Partner

Williams, Moore, Shockley & Harrison, LLP
Ocean City, Maryland
Calvert A, Morgan, Jr., 59 (Director Since 2000) a, 3 Chairperson
Director and Special Advisor . ‘

WSFS Financial Corporation

Wilmington, Delaware
Diractor and Vice Chairman

Wilmington Savings Fund Society

Whimington, Delaware
Retired Chairman, President & Chief Executive Qfficer

PNC Bank, Delaware

Wilmington, Defaware

Committee Key

* Audit Commitiee

A Compensation Committee

O Corporate Governance Committee
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Corporate Information

Common Stock Price Range

Chesapeake Utilities Corporation’s common stock is traded on the New York Stock Exchange under the

CPK
(LISTED

NYSE.

symbol CPK.
Bividends
Declared
Quarter Ended 2005 High Low Close Per Share
March 31 $27.5800 $25.8300 $26.6000 $0.2800
June 30 $30.9500 $23.6000 $30.5800 %0.2850
September 30 $35.6000 $29.5000 $35.1620 $0.2850
December 31 $35.7799 $30.3227 $30.8000 $0.2850
Dividends
Declared
Quarter Ended 2006 High Low Close Per Share
March 31 $32.4690 $29.9700 $31.2400 $0.2850
June 30 $31.2000 $27.9001 $30.0800 $0.2900
September 30 $35.6499 $29.5100 $30.0500 $0.2900
December 31 $31.3100 $29.1000 $30.6500 $0.2900

Sharcholder Information

Annual Meeting

The Annual Meeting of Siockholders is scheduled
10 be held on Wednesday, May 2, 2007 at 9:00
a.m. in the Board Room, PNC Bank, Delaware,
222 Delaware Avenue, Wilmington, Delaware.

Transfer Agent and Registrar
Computershare Trust Company serves as
the Company’s transfer agent and registrar.
Compuiershare manages many stock-related
matters on behalf of the Company including,
stockholder account maintenance, dividend
payments, dividend reinvestment, initial and
optional cash investments, transfer of stock
ownership, lost certificates, safekeeping of
certificates and reporting related tax
information to the Internal Revenue Service.
Inguiries may be directed to: Computershare
Trust Company, N.A., ¢/o Chesapeake Utilities
Corporation, P.O. Box 43010, Providence, Rl
02940-3010; toll-free 877.498.8865; or their
website: www.computershare.com.

Dividend Reinvestment and Direct
Stock Purchase Plan

Individuals owning stock that is registered in
their name can increase their investment in
Chesapeake without paying broker fees or service
charges by sending optiongl cash payments to
Computershare at the address above. Optional
cash investments are invested monthly if received
by Computershare at least three business days
prior to the monthly investment date. To further
increase their holdings, stockhotders can reinvest
their dividends, which are paid quarterly, as
declared by Chesapeake's Board. Forms for optional
cash investments and dividend reinvestmenit are
available by contacting Computershare,

For those who do not currently own stock and
would like 1o invest directly in the Company,
initial investments can be made through
Computershare, subject to the terms and
conditions of the Plan, either online or by mailing
a check to their address above. To become
familiar with the key features of the Plan, a copy
of the Plan prospectus can be received via mail
by contacting Computershare; downloaded from
their website at www.computershare.com;, or
obtained directly from Chesapeake's website

at www.chpk.com.

Trustee, Registrar, Conversion
Agent and Paying Agent for
Convertible Debentures

The Bank of New York

Corporate Trust Department

101 Barclay Street

New York, NY 10286

800.438.5473

Additional Information

Certifications, required by Sections 302 and
806 of the Sarbanes-Oxley Act of 2002, by the
Company's chief executive officer and chief
financial officer are included in the Exhibits to our
Annual Report on Form 10-K. The chief executive
officer’'s annual certification regarding the
Company's compliance with the New York Stock
Exchange’s corporate governance listing
standards was submitted on May 26, 20086. The
next annual certification will be filed with the New
York Stock Exchange following Chesapeake's
2007 Annual Meeting of Stockholders.

Chesapeake's corporate governance guidelines,
code of ethics, Board committee charters and
other governance-related matters of interest
can be found by visiting Chesapeake’s website
at www.chpk.com.

Contacting the Company

Shareholder and

Broker Contact

Heidi W. Watkins

Investor Relations Administrator
909 Silver Lake Boulevard
Dover, Delaware 19904
888.PICK.CPK

888.742 5275
hwatkins@chpk.com

Analyst and Portfolio Manager
Contact

Beth W. Cooper

Vice President,

Treasurer and Corporate Secretary
909 Silver Lake Boulevard

Dover, Delaware 19904
302.734.6799

bcooper@chpk.com

On the Internet

Additicnal information about
Chesapeake and our family of
businesses can be found by visiting
our wehsite at www.chpk.com.

This Annual Report and the financial
statements herein are made available
for the purpose of providing general
information about Chesapeake Utilities
Corporation and are not intended for
use in connection with any sale or
purchase of, or any solicitation of
offers 1o buy or sell, any securities.
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